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BEFORE THE ARIZONA CORPORATION COMMISSION

IN THE MATTER OF THE WS-01303A-02-0867
APPLICATION OF ARIZONA-
AMERICAN WATER COMPANY, AN| DOCKET NO. W-01303A-02-
ARIZONA CORPORATION, FOR A SW-01303A-02-
DETERMINATION OF THE
CURRENT FAIR VALUE OF ITS APPLICATION
UTILITY PLANT AND PROPERTY
AND FOR INCREASES IN ITS
RATES AND CHARGES BASED
THEREON FOR UTILITY SERVICE
BY ITS SUN CITY WEST WATER
AND WASTEWATER DISTRICTS.

Arizona-American Water Company, an Arizona corporation (“Arizona-American”
or "the Company"), hereby applies for an order establishing the fair value of Arizona-
American’s plant and property used for the provision of public utility service by the
Company's Sun City West water and wastewater districts and, based on such fair value,
approving permanent rates and charges for utility service provided by said districts
designed to produce a fair return thereon. In support thereof, Arizona-American states as
follows:

1. Arizona-American is a public service corporation engaged in providing water
and wastewater utility services in portions of Maricopa, Mohave and Santa Cruz Counties,
Arizona, pursuant to various certificates of public convenience and necessity granted by
the Arizona Corporation Commission (the "Commission") to Arizona-American and its

predecessors in interest. At the present time, the Company provides utility service to
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approximately 115,000 customers in Arizona.

2. The Company's central business office is located at 19820 North Seventh
Street, Suite 201, Phoenix, Arizona 85024, and its telephone number is (623) 445-2400.
The Company's President and primary management contact is Ray L. Jones.

3. The persons responsible for overseeing and directing the conduct of this rate
application are B. Kent Turner and David P. Stephenson. Mr. Turner is the Company’s
Vice President and Treasurer as well as the Vice President-Finance and Chief Financial
Officer of the Western Region of American Water Works Service Company, Inc. Mr.
Stephenson is the Assistant Treasurer of Arizona-American as well as the Director of
Rates and Planning of the Western Region of American Water Works Service Company,
Inc. Mr. Tumer and Mr. Stephenson’s office and mailing addresses are 303 H Street,
Suite 250, Chula Vista, California 90910. Mr. Stephenson’s telephone number is (619)
409-7712; his telecopier number is (619) 409-7701. All discovery, data requests and
other requests for information concerning this Application should be directed to Mr.
Stephenson, with a copy to undersigned counsel for the Company.

4, In this Application, the Company seeks a determination of the current, fair
value of its property devoted to public service and approval of permanent adjustments to
its rates and charges for utility service based thereon for the Company's Sun City West
water and wastewater districts, which currently serve approximately 15,000 customers in
Maricopa County, Arizona.

5. The Sun City West water and wastewater districts’ present rates and charges
for utility service were approved by the Commission in Decision No. 60172 (May 7,
1997). The test year used in that proceeding was the 12-month period ending March 31,
1995. Thus, this is the first general increase in rates and charges requested for the Sun
City West water and wastewater districts since their existing rates and charges became

effective on May 1, 1997.
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6. Arizona-American maintains that revenues from the Sun City West water and
wastewater districts’ utility operations are presently inadequate to provide the Company a
fair rate of return on the fair value of its utility plant and property devoted to public
service. The Company’s rate base has increased substantially since the previous rate
proceeding, and the Company is annually adding additional utility plant to each of its
water and wastewater systems in order to ensure safe and reliable utility service to its
customers. These increases in the Company’s fair value rate base, together with increases
in certain expenses and changes in circumstances since the test year in the prior rate
proceeding, have caused the revenues produced by the current rates and charges for
service to become inadequate to meet operating expenses and to provide a reasonable rate
of return. Therefore, the Company requests that certain adjustments to its rates and
charges for utility service furnished by its Sun City West water and wastewater districts be
approved by the Commission so that the Company may earn a just and reasonable rate of
return on the fair value of its property.

7. Filed concurrently herewith as separately bound exhibits are the schedules
required pursuant to A.A.C. R14-2-103 for the rate applications by Class “A” water and
wastewater utilities, with the exception of the schedules labeled "G" (cost of service
analysis). The latter schedules have been omitted because the Company does not propose
to change its rate design, including the allocation of the revenue requirement between
customer types from that approved by the Commission when it established the Company’s
current rates for the Sun City West water and wastewater districts. The test year utilized
by the Company in connection with the preparation of such schedules is the 12-month
period that ended December 31, 2001. The Company requests that the Commission utilize
such test year in connection with this Application, with appropriate adjustments for utility
plant that has been completed and placed in service to serve existing customers by

December 31, 2002, and appropriate adjustments to the Company's operating expenses in




1 | order to obtain a normal or more realistic relationship between revenues, expenses and
2 | rate base during the period in which the rates established in this proceeding are in effect.
3 8. During the test year, the Company's adjusted gross revenues for the Sun
4 | City West water and wastewater districts were $3,380,724 and 3,535,680, respectively.
5 | The adjusted operating income for the Sun City West water and wastewater districts was
6 | ($167,778) and ($164,399), respectively. The adjusted fair value rate base was
7 | $16,407,508 for the water district and $13,455,978 for the wastewater district. Thus, the
8 | rate of return on each district’s rate base during the test year was only 2.20% and (1.22%),
9 | respectively. The Company submits that these rates of return are inadequate to allow it to
10 | service its debt, pay a reasonable dividend to its stockholders, maintain a sound credit
11 | rating, and enable Arizona-American to attract additional capital on reasonable and
12 | acceptable terms in order to continue the investment in utility plant necessary to
13 | adequately serve customers in the Sun City West water and wastewater districts.
14 9. The Company is requesting an increase in revenues equal to $1,479,624 for
15 | the Sun City West water district and $1,963,624 for the Sun City West wastewater district,
16 | which constitute increases in revenues of 43.77% and 55.54%, respectively. However, in
17 | order to ameliorate the impact of necessary rate increase in the Sun City West water and
18 | wastewater districts, Arizona-American proposes to phase in the rate increases, with rates
19 | increasing by 40% in the first full billing cycle following the Commission’s decision and
20 | the balance of the increase becoming effective 12 months later. The adjustments to the
21 | Company's rates and charges that are proposed herein, when fully implemented, will
22 | produce a rate of return on the fair value rate base equal to 7.75% for each district, which
23 | is approximately equal to interest rates payable on investment-grade utility bonds at the
24 || present time.
25 10. Filed concurrently in support of this Application is the following Direct

26 || Testimony:
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(2)

(b)

(c)
(d)

(e)

(H
(&

David P. Stephenson (overview of the Company’s rate filing, background

concerning Arizona-American’s purchase of Citizens Communications’
water and wastewater utility assets in Arizona, discussion of various
adjustments made to actual test period results, discussion of the components
of the Company’s capital structure and discussion of compliance with
Commission Decision No. 63584 (April 24, 2001));

Robert J. Kuta (overview of the Sun City West water and wastewater
districts and discussion of certain post-Citizens’ acquisition office
relocations and staffing changes made by Arizona-American);

Blaine AKkine (discussion of post-test year plant additions);

B. Kent Turner (background on Arizona-American and American Water
Works Service Company and discussion of services provided to Arizona-
American);

Thomas J. Bourassa (discussion of the revenue requirement, including the
“A” through “F” schedules, development of the rate base and income
statement adjustments);

Thomas M. Zepp (cost of equity capital and related issues); and

Ronald L. Kozoman (proposed rates, including the “H” schedules, and

discussion of the effects of the proposed rates on customers’ bills,).

This direct testimony is contained in a separately bound volume filed with this

Application.

WHEREFORE, the Company requests the following relief:

A.

That the Commission, upon proper notice and at the earliest possible time,

conduct a hearing in accordance with A.R.S. § 40-251 and determine the fair value of

Arizona-American’s utility plant and property devoted to public service in the Company’s

Sun City West water and wastewater districts;
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B. Based upon such determination, that the Commission approve permanent
adjustments to the rates and charges for utility service provided by the Sun City West
water wastewater districts, as proposed by the Company herein, or approve such other
rates and charges as will produce a just and reasonable rate of return on the fair value of
the Company’s utility plant and property for these districts; and

C. That the Commission authorize such other and further relief as may be
appropriate to ensure that the Company's Sun City West water and wastewater districts
have an opportunity to earn a just and reasonable return on the fair value of their utility
plant and property and as may otherwise be required under Arizona law.

RESPECTFULLY SUBMITTED this 22™ day of November, 2002.

FENNEMORE CRAIG

By

()Ny)rman D. James

Jay L. Shapiro

3003 North Central Avenue

Suite 2600

Phoenix, Arizona 85012

Attorneys for Arizona-American
Water Company

ORIGINAL and fifteen (15) copies of the
foregoing, together with the separately bound
schedules and direct testimony supporting
this application, were delivered

this 22™ day of November, 2002, to:

Docketing Supervisor

Docket Control Division

Arizona Corporation Commission
1200 W. Washington St.

Phoenix, AZ 85007
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INTRODUCTION AND QUALIFICATIONS
PLEASE STATE YOUR NAME, BUSINESS ADDRESS AND TELEPHONE

NUMBER.
My name is David P. Stephenson. My business address is 303 H Street, Suite 250,

Chula Vista, California 91910. My telephone number is (619) 409-7700.

BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

I am employed by American Water Works Service Company, Inc. (“Service
Company”), as the Director of Rates and Planning for American Water Works
Company, Inc.’s (“AWW”) Western Region. The Western Region includes
AWW’s water and wastewater utilities located in Arizona, California, Hawaii,
New Mexico and Texas, including Arizona-American Water Company (“Arizona-
American” or “Company”). 1 am also an Assistant Treasurer for Arizona
American. .

PLEASE BRIEFLY OUTLINE YOUR RESPONSIBILITIES AS THE
DIRECTOR OF RATES AND PLANNING.

I am responsible for directing preparation of all rate applications and various other
matters related to rates and charges for utility service with the public utility
commissions that regulate AWW?’s operating utilities in Arizona, California,
Hawaii, New Mexico and Texas. I am also responsible for overseeing other rate
related proceedings before these commissions such as acquisition and financing
applications.

DESCRIBE YOUR EDUCATIONAL BACKGROUND.

I received a Bachelor of Science in Business Administration, with emphasis in
Accounting, from San Diego State University in 1977.

HAVE YOU HAD ANY OTHER FORMAL TRAINING?

Yes, I have attended many seminars on various aspects of the water industry and
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rate applications, including the National Association of Regulatory Utility
Commissioners (NARUC) biannual Utility Rate Seminar.

PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE.

I have been employed by the American Water System since 1978. The various
positions I have held within the American Water System are: Accountant - 1978;
Accounting Superintendent for the Los Angeles Region - 1981; Assistant Director
of Accounting for the operating utilities in the Western Region - 1983; Assistant
Director of Rates and Revenues for the operating utilities in the Western Region -
1984; Director of Rates and Revenues for the operating utilities in the Western
Region - 1986, and Director of Rates and Planning for the operating utilities in the
Western Region since 2001.

HAVE YOU HAD ANY OTHER PROFESSIONAL EXPERIENCES?

Yes, I served on the Accounting Committee of the California Water Association
and have been an instructor at the NARUC biannual Utility Rate Seminar on eight
occasions.

HAVE YOU PREVIOUSLY TESTIFIED BEFORE UTILITY
REGULATORY COMMISSIONS?

Yes, I have testified before the Arizona Corporation Commission (“Commission”)
in rate and acquisition proceedings for Arizona-American; before the California
Public Utilities Commission on many occasions for all of the California-American
Water Company systems; and before the New Mexico Public Regulation
Commission in many types of proceedings on behalf of New Mexico-American
Water Company.

PURPOSE OF TESTIMONY, SUMMARY AND CONCLUSIONS

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS
PROCEEDING? |
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The purposes of my testimony are to: (1) identify and explain the Company’s rate
filing; (2) provide background concerning the purchase of the former Citizens
Communications’ water and wastewater utility assets in Arizona (“Citizens’
Assets”) by Arizona-American (the Citizens’ Acquisition); (3) explain and support
various adjustments made to the test period actual results; (4) explain and support
all components of the capital structure except for cost of equity; and (5) to discuss
the specific requirements set forth in Decision 63584 (April 24, 2001), which
authorized Arizona-American to purchase the Citizens’ Assets (“Acquisition
Decision”).

WHAT DO YOU MEAN THE “COMPANY’S RATE FILING”?

I mean the five (5) separate applications for rate relief being filed with the
Commission in 2002. This filing follows our efforts to determine the best
approach to file rate applications for a substantial number of systems in a manner
that would make the most sense for both public presentation and ease of handling
for the Commission’s Utilities Division Staff (“Staff”).

YOU ALSO USED THE TERM “SYSTEM.” ARE YOU REFERRING TO
“SYSTEM” IN A LEGAL OR OTHER SPECIFIC SENSE?

No, I am using the term “system” in a more general sense. By way of background,
as I mentioned earlier, Arizona-American acquired all of the water and wastewater
assets of Citizens in Arizona in a transaction that closed earlier this year.
Previously, Citizens’ Assets were under a different ownership structure with a
number of separate corporate entities, such as Sun City Water Company, Sun City
West Utilities Company or the Agua Fria Water Division of Citizens
Communications Company, for example. However, Arizona-American acquired
only the assets — not the stock. Therefore, the assets were removed from separate

ownership and now all fall under the ownership umbrella of Arizona-American.




HOW DOES ARIZONA-AMERICAN REFER TO THESE SEPARATE
GROUPS OF ASSETS INTERNALLY?

@

A.  Generally we use the term “district” to refer to a separate area within Arizona-
American where, for accounting purposes, we individually account for revenues
and expenses, and maintain separate balance sheets. These areas generally
coincide with areas where the same tariffs apply and in that sense, a district could
be identified as a “tariffed area.” Of course, reference to the “Tubac water tariffed

area” or the “Sun City West water tariffed area” would be awkward, and for

O 00 NN N s W

purposes of the Company’s rate filing, we basically use the terms “district” or

=
=

“system” interchangeably and neither is intended to denote the actual name of any

[y
ot

particular corporate entity or to designate an operational or other system as such

[e—
N

term is used by ADEQ or any other regulatory agency to identify water or
wastewater systems in Arizona.

THANK YOU MR. STEPHENSON. WOULD YOU PLEASE CONTINUE
WITH YOUR DISCUSSION OF HOW THE COMPANY ULTIMATELY
DECIDED THE BEST WAY TO ORGANIZE THE COMPANY’S RATE
FILING?

e
[= IR B & N & TR ~ N
> =

Certainly, again from a public perspective, it was determined that it made sense to

[
\O

file separate applications for the Sun City and Sun City West districts. These four

[\
e}

districts, two water and two wastewater systems, are relatively large in size and

N
i

have certain unique characteristics and circumstances that distinguish them from

N
N

the other Arizona systems. The third application consists of two water systems in

N
w

Mohave County, the Mohave water district, which provides water service in the

N
N

vicinity of Bullhead City, and the Havasu water district, which provides service

N
W

near Lake Havasu City. These systems are close together and operated by

26 essentially the same Company personnel. The fourth application being filed is the
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combination of Agua Fria water district and the water and wastewater systems
serving the Anthem development in Maricopa County. These utility systems
primarily serve recent developments and have very similar operating procedures.
The final application is for the small Class C water system known as the Tubac
water district in Santa Cruz County. This system is distinctive based on its small
size, limited revenues and location. Again, for convenience, I will sometimes refer
to the five applications as the Company’s rate filing. And, again, I want to

emphasize that the terms “system” and “district” should be considered synonymous

O 00 NN N v b~ W

throughout the Company’s rate filing.
Q. ALL OF THESE DISTRICTS OR SYSTEMS ARE PART OF THE
CITIZENS’ ACQUISITION, CORRECT?

T
N = O
>

That is correct. I should also note that none of the former Citizens’ systems have

received any recent rate increases. Citizens Agua Fria Water Division, Sun City

ok
E-S

Water Company, Sun City Sewer Company, Sun City West Utilities Company and

[T
W

Tubac Valley Water Company last rate order was issued in May 1997 based on test
years ending March 31, 1995. Decision No. 60172 (May 7, 1997)." Citizens

—
~ S

Mohave Water and Wastewater Divisions last received rate increases in February

[am—y
@]

1990, based on test years ending March 31, 1988. Decision No. 56806 (Feb. 1,
1990). Likewise, Havasu Water Company last received rate increases in February

1992, based on a test year ending December 31, 1990. Decision No. 57743 (Feb.

N N =
_ O \O

21, 1992). It appears that once Citizens decided to sell its water and wastewater

N
N

systems in 1999, it elected not to seek rate increases and, in some cases, to accept

N
w

operating losses. This situation has caused Arizona-American to seek rate

)
B

! In Decision No. 60172, rates for Sun City Water Company and Sun City West Utilities’
rates for water service were actually reduced. I also understand the Sun City West
Utilities’ rates for both water and wastewater service were reduced in the prior rate
26 Il)gogge)eding, as were Sun City Water Company’s rates. Decision No. 55488 (March 17,
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increases more quickly than it anticipated. However, a delay in obtaining rate
increases and correcting these systems’ anemic earnings would be harmful to the
Company and, ultimately, to its customers.

WHAT ARE YOUR OVERALL RESPONSIBILITIES IN THIS CASE?

I have been responsible for the coordination and supervision of all of the rate case
applications discussed including, among other things, selecting the test period and
the pro-forma time period for various adjustments, and determining what
adjustments need to included in the filing.

WHAT TEST PERIOD DID YOU DETERMINE WAS APPROPRIATE IN
THIS CASE?

I determined, for ease of presentation, that the period ending December 31, 2001,
should be used as the test period for the Company’s rate filing. This period closely
is aligned with the purchase of the Citizens’ Assets by Arizona-American, which
transaction closed on January 15, 2002.

DID ARIZONA-AMERICAN OWN THE CITIZENS’ ASSETS, OR HAVE
ANY RESPONSIBILITY FOR THE OPERATING EXPENSES OR THE
PROVISION OF SERVICE DURING THE TEST PERIOD FOR THE
SYSTEMS THAT ARE THE SUBJECT OF THE COMPANY’S RATE
FILING?

No. As I stated, the purchase of the Citizens’ Assets was not completed until
January 15, 2002, on which date Arizona-American assumed operational control
and responsibility for the Citizens’ Assets.

SINCE ARIZONA-AMERICAN DID NOT OWN AND OPERATE THE
CITIZENS’ ASSETS AND DID NOT HAVE ANY OPERATING
RESPONSIBILITY FOR THE WATER AND WASTEWATER UTILITY
OPERATIONS IN 2001, HOW DOES THE COMPANY JUSTIFY FILING A
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RATE APPLICATION WITH A TEST PERIOD ENDING PRIOR TO THE
COMPLETION OF THE PURCHASE?

The recorded operating expenses directly incurred by each district basically remain
unchanged following the acquisition. Further, the Commission ordered Citizens to
maintain its books and records for a period of 5 years following the closing. It is
relatively simple to remove the management and services costs allocated to each of
the operating systems by Citizens from the normally-incurred direct operating
expenses of these systems. Likewise, it is relatively simple to add in the expected
Service Company charges from AWW applicable to Arizona-American.

WHAT PRO FORMA TIME PERIOD HAVE YOU USED FOR EXPENSE
AND PLANT ESTIMATIONS IN THIS CASE?

I am recommending that such adjustments, all of which will be detailed further in
the various witnesses’ direct testimonies, go no further into the future than end of
year 2002. This will provide ample time for Staff to review and analyze these
adjustments prior to providing their recommendations in Staff’s direct filing.

ARE THERE PRO FORMA ADJUSTMENTS FOR PLANT ADDITIONS?
Yes, we have estimated the non-revenue generating plant additions that will be
completed and placed in service by the end of 2002, and have included pro forma
adjustments that include those additions in utility plant in service. This is
consistent with Commission Decision No. 61831 (July 20, 1999) related to the
Paradise Valley water district, wherein the Commission ordered the Company to
limit pro forma plant additions to those plant items that are used and useful and in
service 90 days after the application is deemed sufficient. The December 31, 2002
cut-off date proposed by Arizona-American in this case is well within the 90-day
deadline established by the Commission.

HOW ARE PRO FORMA ADJUSTMENTS DETERMINED FOR
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Q.

OPERATING EXPENSES?
Pro forma adjustments for operating expenses are based on known and measurable
changes that have or will occur up until the time each rate application is filed to

develop a normal 12-month period of operations. This is consistent with A.A.C.

R14-2-103(i).

ACQUISITION OF THE WATER AND WASTEWATER ASSETS OF
CITIZENS UTILITIES OF ARIZONA

WOULD YOU PLEASE BRIEFLY DESCRIBE THE CITIZENS’
ACQUISITION?
By way of background, Arizona-American has owned and operated a water utility
system in Arizona, which was formerly known as Paradise Valley Water Company,
since the late 1960s. The Paradise Valley water district is relatively small, and
currently furnishes service to approximately 5,000 customers. Sometime in 1998
or 1999, Citizens Communications Company (formerly Citizens Utility Company)
decided to focus its business activities in the telecommunications area, and elected
to sell its water and wastewater assets, which were located in six states including
Arizona. Arizona-American’s parent company, AWW, which is the largest
privately-owned water utility system in the United States and whose business
activities focus on water and wastewater, entered into negotiations with Citizens.
Ultimately, on October 15, 1999, Citizens, Arizona-American and AWW entered
into an agreement under which Arizona-American agreed to purchase the Citizens’
Assets, which included all of the water and wastewater systems and assets in
Arizona.

Citizens and its various Arizona water and wastewater subsidiaries, along
with Arizona-American, filed an application on March 24, 2000, seeking approval

of the transfer of the Citizens’ Assets to Arizona-American in Docket Nos. W-
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01032A-OO-0192, et. seq. Later that same year, Arizona-American filed a separate
application in Docket No. W-01303A-00-0929 seeking authority to issue certain
promissory notes and other evidence of indebtedness and to assume certain
industrial development revenue bonds in connection with financing the purchase
of the Citizens’ Assets. Following notice and a public hearing, the Commission
ultimately approved the transfer of the Citizens’ Assets in the Acquisition
Decision. Attached to the Acquisition Decision and incorporated therein in the
second ordering paragraph, was a settlement agreement setting forth specific terms
and conditions agreed to by Staff and the Company. These terms and conditions
settled one ratemaking issue and set forth deadlines, procedures and filing
requirements that Arizona-American is to follow in future rate proceedings. The
terms and conditions are as follows:

1.  The ratemaking treatment of the of the acquisition adjustment, deferred taxes,
excess deferred taxes and the investment tax credit will be deferred until a
future rate case proceeding.

2. The decision to allow recovery of the acquisition adjustment must be based
on Arizona-American’s ability to demonstrate that clear, quantifiable and
substantial net benefits have been realized by ratepayers, which would not
have been realized had the transaction not occurred

3. The Company must file a report 13 months after the closing of the
transaction, comparing the number of complaints received by the
Commission prior to and after the transaction.

4. The adjusted AIAC balance not transferred to Arizona-American as part of
the transaction will be imputed ratably into rate base over a 6.5 year period.
The balance will be ratably reduced over the 6.5 years utilizing a levelized

monthly below the line amortization.
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A copy of the Acquisition Decision is attached hereto as Stephenson Dir. Exh. 1.
Later in 2001, the Commission issued Decision No. 64002 (Aug. 30, 2001)
authorizing the debt financing for the purchase of the Citizens’ Assets. In
summary, the Commission authorized Arizona-American to issue promissory notes
and other evidence of indebtedness in an amount not to exceed $180 million and to
issue a promissory note reflecting the obligation associated with assuming
Citizens’ industrial development revenue bonds in the amount of $10,635,000.
The balance of the purchase price was financed by an infusion of additional paid in
equity capital from AWW. In Decision No. 64002, the Commission ordered
Arizona-American to increase its equity by at least $0.69 for each dollar of
acquisition in order to maintain a reasonably balanced capital structure.
WHEN DID ARIZONA-AMERICAN FINALIZE THE PURCHASE OF THE
CITIZENS’ ASSETS?
The transaction was finalized on January 15, 2002, the date title to all of the
Citizens’ Assets was transferred to Arizona-American. All of the service provision
responsibilities were also transferred to Arizona-American on that date. The final
Citizens’ Asset purchase price was approximately $276,500,000, and included an
initial book acquisition adjustment of approximately $71,100,000. As Explained
in the Direct Testimony of Mr. Joseph Hartnett, appended as Exhibit C to the Joint
Application for Authority to Transfer Assets and Related Approvals in Docket
Nos. W-01032A-00-0192, et seq., the purchase for the Citizens’ Assets was
determined by an arms-length negotiation based on the advice of each companies
financial advisors. This open market negotiated purchase price then establishes
AWW’s reasonable investment in the Citizens® Assets. This reasonable investment
in the Citizens’ Assets was funded by a combination of debt and equity as shown

on at the top of the closing journal entry to record the transaction, which is

10
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attached hereto as Stephenson Dir. Exh. 2.

POST TEST PERIOD ADJUSTMENTS

WHAT PRO FORMA ADJUSTMENTS ARE YOU RESPONSIBLE FOR
SUPPORTING?

I am responsible for supporting six adjustments that impact all of the Company’s
rate filings. The specific adjustments are as follows: 1) capitalization of payments
made for the implementation of ORCOM billing software from operating expense
and the determination period for the recovery of this expense; 2) the transfer of
charges related to the completion of the Citizens’ Acquisition, as well as charges
for the development of base accounting procedures from expenses to
organizational costs; 3) the rationale for the removal of the Citizens’ management
costs, 4) estimates of Service Company charges; 5) estimates of rate case expense
and 6) estimates of direct charges to the systems made by AWW.

WHY HAVE PAYMENTS BEEN MADE FOR THE DEVELOPMENT OF
THE ORCOM BILLING SOFTWARE?

Payments made for the development of the ORCOM billing software have been
made in connection with converting all of the Citizens’ customers over to the
AWW billing system. The payments should be considered as organizational costs
or start-up costs. I will refer to these as “start-up costs” for the remainder of this
discussion. These start-up costs were for such items as consultants’ fees, billing
programs modifications and related expenses of AWW associates to assist in the
development of the billing system. The billing system had to come on line exactly
at the time of closing. Since the acquisition was an asset sale, there was no
arrangement between Citizens and AWW for Citizens to continue billing any
utility customers after the transaction closed. The ORCOM system had to be up

and running, and running properly, at the closing. To the benefit of these
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customers, AWW has been developing this same system for its own use at all of its
present properties, including the Paradise Valley district. This made the time and
expense of converting the Citizens’ customers to the ORCOM system less
burdensome.

WHY WERE THESE COSTS EXPENSED?

Over the past few years accounting requirements regarding the booking of these
types of start-up costs have changed. Start-up costs historically have been
capitalized along with the purchase or development of new assets. This is no
longer the case. The Financial Accounting Standards Board has deteremined that
too many expenses were being capitalized and companies’ balance sheets were
being overstated. However, for a regulated utility, the books and records of a
company are maintained in acordance with Commission regulations and policy.
These start-up costs have always been treated as a capitalized asset, and there is no
valid reason to stray from that policy. These start-up costs are incurrred for the
development of programs to serve new customers. The addition of the new
customers lowers the overall fixed costs per customer. This produces a net cost
savings. Therefore, all present and future customers should share in both the
development costs as well as the savings. Common regulatory practice is to spread
the development costs of a cost saving measure over the customer base receiving
known and measurable savings.

DOES THIS COMMISSION HAVE JURISDICTION TO OVERIDE
ACCOUNTING POLICY AND AUTHORIZE THESE COSTS TO BE
CLASSIFIED AS A CAPITALIZED START-UP OR ORGANIZATION
COST? |

Yes. As has been the common practice under Financial Accounting Standard

Board Policy FAS 71, the Commission can establish different accounting

12
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proceedures for various items so long as the proceedure establishes a set
methodolgy and time period for the recovery of the item.

WHAT ARE THE ACTUAL COSTS RELATED TO THE DEVELOPMENT
OF THE ORCOM BILLING SOFTWARE?

Attached as Stephenson Dir. Exh. 3 is an analysis showing the actual costs of this
project and other relationships. Page 1 of the Exhibit shows that the total one-time
costs for this project is $607,723. The amount included in the rate base for Sun
City West water and wastewater districts is $78,774 and $78,774, respectively.

DID ARIZONA-AMERICAN PURCHASE ANY BILLING SYSTEM
ASSETS FROM CITIZENS AS PART OF THE ASSET PURCHASE?

No. As page 2 of Stephenson Dir. Exh. 3 shows, the billing system used by
Citizens to bill its water and wastewater customers (the Banner System) was
retained by Citizens. Therefore, as I testified earlier, Arizona-American had to
have its own billing system set up and fully functional at the time the Citizens’
Acquisition closed.

WHAT IS THE EFFECT ON THE RATE BASES FOR THE ARIZONA
DISTRICTS INCLUDED IN THE COMPANY’S RATE FILING RELATED
TO THE DEVELOPMENT OF THE ORCOM BILLING SOFTWARE?

As shown, the net book value of the Banner billing system at the time the Citizens’
Acquisition was completed was $2,620,054. Of that amount $982,488 was
allocated to the Citizens’ water and wastewater systems in Arizona. The
difference between the development costs of the ORCOM system ($607,723) and
the allocated net book value of the Banner system not purchased ($982,488) is
$374,766. Thus, there was a net benefit to the customers in Arizona through the
development of the ORCOM billing system as opposed to purchasing the Banner

billing system from Citizens at the net book value allocated to Arizona. The net
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effect on the rate base of Sun City West water and wastewater districts is $48,577
and $48,577, respectively.

Q. WHY HAVE YOU MADE AN ADJUSTMENT OF $906,531 FOR
CORPORATE COSTS TO TRANSFER VARIOUS ITEMS RELATED TO
THE CITIZENS’ ACQUISITION TO THE ACQUISITION ADJUSTMENT?
I have made this adjustment for the same reasons that I recommend the transfer of
the one-time start-up costs from expenses. These costs were incurred to complete

the purchase of the Citizens’ Assets and to establish books and records for the
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Citizens’ Assets and systems. The costs are related to title reviews, legal
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interpetations of contract clauses, legal representation to transfer existing contracts

[am—y
fa—

and for accounting assistance. These costs were necessary to secure and protect

p—
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Arizona-American’s legal rights to all the transferred assets and to obtain transfers

of all existing contracts and agreements. These are normal “organizational”
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expenses to ensure full and proper title to transferred assets and to set up the books

[onry
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and records in an appropriate manner.

CAN YOU PLEASE FURTHER DESCRIBE THE ITEMS WHICH YOU
ARE PROPOSING TO RECLASSIFY TO THE ACQUISITION
ADJUSTMENT?

[ S o S =
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Certainly. The total amount of $906,531 is comprised of charges from two

N
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separate sources: charges incurred by AWW in connection with the purchase; and

[\
[

charges from our accounting contractor in Arizona (Ronald L. Kozoman, CPA) to

N
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develop satisfactory records for regulatory purposes. The total of the charges from
AWW is $784,784 and the total of the charges from Mr. Kozoman is $121,747.

NN
S W

The details of all of these charges is attached hereto as Stephenson Dir. Exh. 4.
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This full amount is included in the Acquisition Adjustment.
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CITIZENS’ MANAGEMENT FEES FROM THE TEST PERIOD
EXPENSES.

I have removed all of Citizens’ management fees from the test period expenses
because these expenses pertain to Citizens’ management of the Citizens’ Assets in
Arizona, not expenses that will be incurred under the ownership and management
of Arizona-American. These expenses must be removed and replaced by current
annualizations of Service Company charges to Arizona-American in order to
provide an accurate presentation of known and measureable expenses that are
occuring now and will occur on a going-forward basis in the future.

HOW DID YOU DETERMINE WHICH EXPENSES TO REMOVE
RELATED TO CITIZENS’ MANAGEMENT AND WHICH EXPENSES
RELATED TO THE SERVICE COMPANY TO INCLUDE?

The explanation of the proceedure to determine what expenses were removed will
be discussed by Mr. Tom Bourassa in his direct testimony. I have annualized the
amount of expense to be included in the pro forma test period based on actual
recorded costs from April through July 2002. Attached as Stephenson Dir. Exh. 5
is a spreadsheet showing the recorded costs from January through the end of July. I
have not included the months of January through March in my annualization
because these months were either not full months due to the finalization of the
acquisition (January) or the months were not accurately reflect normal cost
allocations from the Service Company (February and March). Viewing Exhibit 5,
it is obvious that January and February have very low recorded expenses in
comparison to the other months. The month of March is more in line with future
months, but ié still questionable due in part to the obvious omission of a credit for
the call center amortization (this amortization relates only to the Paradise Valley

system). Furthermore, March is a quarter-ending mohth, and as such expenses in
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that month tend to contain more quarterly adjustments, thereby causing distortion
of the annualization without including the other months of the quarter.

WHAT IS THE AVERAGE MONTHLY CHARGE FOR THE SERVICE
COMPANY FOR THE MONTHS OF APRIL THROUGH JULY 2002?

As shown on Stephenson Dir. Exh. 5, the average monthly amount of Service
Company charges for the period April through July 2002 is $429,476. Annualizing
this amount yields a total of $5,153,711 for 2002.

DID YOU SPREAD THE ANNUALIZED TOTAL TO EACH OF THE
SYSTEMS IN ARIZONA?

Yes, I spread the annualized expense to each of the systems on a four-factor basis.
The four-factor analysis considers many factors all of which produce the benefits
Arizona-American receives from the Service Company. The four-factor
spreadsheet is attached hereto as Stephenson Dir. Exh. 6. The allocation to Sun
City West water and wastewater districts is $515,886 and $552,478, respectively,
based on the four-factor allocation methodology.

PLEASE EXPLAIN YOUR ESTIMATE OF RATE CASE COSTS
INCLUDED IN THE COMPANY’S RATE FILING.

The estimate of rate case expense has been developed with estimates provided by
all outside consultants and costs estimated for in-house items. Attached as
Stephenson Dir. Exh. 7 is an estimate of the rate case costs necessary to prosecute
these applications. . The total estimated costs of consultants and legal counsel is
$608,000. This amount is comprised of $275,000 for ouside accounting and rate
assistance, $51,000 for the outside rate of return consultant and $282,000 for legal
counsel. The total estimate of in-house costs is $98,000 and is comprised of
$18,000 for employee expenses and $80,000 for expenses related to mailings,

notices, printing and supplies. I have allocated the total estimated rate case costs to
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- each system based on adjusted test period revenues and have spread those totals

over a three-year recovery period. The total amount allocated to Sun City West
water and wastewater districts is $66,939 and $70,006, respectively.

ARE THE ESTIMATED COSTS TO PROSECUTE THE RATE FILINGS
CONSISTENT WITH PRIOR COSTS INCURRED TO PROSECUTE RATE
APPLICATIONS IN ARIZONA?

Yes, in fact the estimated cost to prosecute this case is lower on a per customer
basis than the amount the Commission has previously allowed for the Paradise
Valley water district in its past two rate cases. The average rate case cost per
customer in the last two Paradise Valley rate proceedings was approximately
$13'25. In these applications we have estimated the rate case cost per customer to
be approximately $6.50 per customer, or only $2.17 per customer annually.
WHAT ARE THE ADJUSTED DIRECT CHARGES COMPRISED OF?

The direct charges are comprised mostly of employee benefits, customer
accounting charges (bill forms, postage, inserts, collection agency fees, etc.),
insurance fees, dues and memberships, employee travel and directors and trustee
fees. Attached as Stephenson Dir. Exh. 8 is an itemization of the charges.

HOW DID YOU ESTIMATE THE ANNUAL COSTS FOR THESE ITEMS?
I based the annualized cost for these items on the actual recorded costs for March
through July of 2002.

WHAT IS THE TOTAL OF THE ANNUALIZED DIRECT CHARGES AND
HOW WERE THEY ALLOCATED TO VARIOUS TEST PERIOD
EXPENSE CATAGORIES?

The annual total for these direct expenses is $3,161,915. The charges were related
to four different expense catagories: salary and wages ($1,586,293); miscellaneous

expenses ($23,058); general office expenses ($1,293,829) and insurance fees
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($258,736).

HOW WERE THESE DIRECT CHARGES ALLOCATED TO EACH OF
THE ARIZONA-AMERICAN SYSTEMS?

These charges were allocated to each of the systems based on four different
factors. The system charges for salaries and wages were allocated to each system
based on expensed test period salaries; the allocation of miscellaneous expense
was spread to each system based on customer count and pro forma plant; the
allocation of general office expense was allocated to each system based on
customer count, pro forma plant and adjusted test period rate base; and the
allocation of insurance fees to each of the sysetms was based on adjusted test
period rate base.

WHY DID YOU USE THE MARCH THROUGH JULY TIME PERIOD?

As stated earlier, I chose the time period that best represents the normalized
expenditures. I had to eliminate January and February from consideration due to
the fact that Arizona-American did not own the Citizens’ Assets until January 15,
2002, and February 2002 was the first full month of operation by Arizona-
American and not all charges were recorded properly.

DID YOU REMOVE ALL OF THE RECORDED TEST PERIOD
EXPENSES RELATED TO THESE SYSTEM SPECIFIC ALLOCATIONS?

Yes, all of the test period expenses for these items were removed from the test
period along with the Citizens’ management fees.

WHAT WAS THE AMOUNT ALLOCATED TO EACH OF THE EXPENSE
CATAGORIES FOR THE SUN CITY WEST WATER AND
WASTEWATER DISTRICTS?

The allocations to each of the expense catagories for Sun City West water and

wastewater districts is : $108,156 and $162,234, respectively, for salaries and

18
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wages; $1,099 and $920, respectively, for miscellaneous; $162,863 and $146,102,
respectively, for general office; and $23,821 and $19,536, respectively, for
insurance.

CAPITAL STRUCTURE AND COST OF DEBT

WHAT IS THE CAPITAL STRUCTURE THAT ARIZONA-AMERICAN
PROPOSES TO UTILIZE IN THESE APPLICATIONS?

The Company proposes a capital structure comprised of 60 percent debt and 40
percent equity.

HOW WAS THIS CAPITAL STRUCTURE DETERMINED?

It was determined based on the actual financing of the acquisition of the Citizens’
Assets by Arizona-American. At the very top of the first page of Stephenson Dir.
Exh. 1 is the entry to record the purchase of the Citizens’ Assets by Arizona-
American. This entry shows Common Stock in the amount of $110,888,158 (40
percent), Bonds — Inside of $154,948,119 (56 percent) and Bonds — Outside of
$10,635,000 (4 percent). These are the actual amounts for each of these
components as recorded on the books of Arizona-American at the time of purchase
of the Citizens’ Assets. AWW strives to have its subsidiaries maintain the most
efficient capital structure. Typically, the most efficient capital structure for AWW
utility subsidiaries is comprised of approximately 60 percent debt. AWW has
maintained its high debt rating (A-) and secured very efficient rates for bonds and
notes by maintaining a 60 percent debt component in the capital structure. The
greater the leverage of the capital structure while still maintaining a high bond
rating, the lower the cost of capital to the Company and its customers.

PLEASE EXPLAIN THE DIFFERENCE BETWEEN “BONDS-INSIDE”
AND “BONDS-OUTSIDE.”

The “Bonds-Inside” comprise the debt financing provided by American Water

19
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Works Capital Corp. (“AWCC”) in the form of a short-term note. This is a five-
year unsecured note with an interest rate of 4.92%. The “Bonds-Outside” is debt
financing reflecting the assumption of Citizens’ industrial development revenue
bonds I mentioned previously, which have an interest rate of 7.30%.
ACQUISITION ADJUSTMENT

EARLIER, YOU DISCUSSED THE ACQUISTION. HOW WILL
ARIZONA-AMERICAN ACCOUNT FOR THE DIFFERENCE BETWEEN
THE PURCHASE PRICE AND THE ACQUIRED ASSET BALANCE FOR
REGULATORY PURPOSES?

The difference will be recorded as an Acquisition Adjustment in accordance with
the NARUC Uniform System of Accounts.

WHAT IS THE AMORTIZATION PERIOD THAT ARIZONA-AMERICAN
PROPOSES TO USE?

Forty years.

WHAT METHOD OF AMORTIZATION IS ARIZONA-AMERICAN
PROPOSING TO USE?

Arizona-American proposes to follow a mortgage amortization method, which
incorporates the same amortization principle as home mortgages. Under this
method, Arizona-American would recover only a small portion of the Acquisition
Adjustment in the initial years and recover increasingly greater amounts in the later
years. The annual amortization increases each year. The proposed amortization of
the Acquisition Adjustment balance is attached hereto as Stephenson Dir. Exh. 9.
The amount of the amortization included in the cost of service for the Sun City
West water and wastewater districts in these applications is $21,800 and $21,800,
respectively, based on amortization of the Acquisition Adjustment in 2003, as

shown on Exhibit 9.

20




o e o o o ok m e wmte w’ w h o e

O o0 3 O s W e

NN N N N N e o e ek e e e e e e
wn W e OO 00NN N B W= O

26

FENNEMORE CRAIG

IPROFESSIONAL CORPORATION
PHOENIX

WHAT IS THE NORMAL METHOD OF RECOVERY FOR UTILITY
ASSETS?

The normal method, known as a straight-line method of recovery, involves equal
or level recovery in each year of the asset’s life.

WHY ARE YOU PROPOSING THE MORTGAGE METHOD RATHER
THAN THE STRAIGHT-LINE METHOD?

Although there are several reasons for this proposal, there is one significant
reason: the mortgage method provides a much better matching of the recovery of
the acquisition adjustment to the benefits the customers will receive as a result of
this transaction.

DOES USING THE MORTGAGE AMORTIZATION METHOD BETTER
ILLUSTRATE THE CUSTOMER BENEFITS OF THIS TRANSACTION?
Yes. As stated previously, the savings generated from this transaction will grow as
time passes. Allocating the recovery of the Acquisition Adjustment on an
increasing basis over the recovery period, instead of leveling the recovery of the
Acquisition Adjustment as is normal under the straight-line method of recovery,
provides a superior opportunity for all current and future ratepayers to realize the
benefits of the transaction.

ARE THERE ANY OTHER FACTORS THAT SUPPORT YOUR
SELECTION OF THIS METHODOLOGY? ‘
Yes. The effects of inflation should also be considered. If a straight-line
amortization method is used, the highest net-present value amounts are charged
initially, and lower amounts are charged toward the end of the amortization. Given
the effects of inflation, the differential between initial and final charges are
substantial in terms of constant dollars. The mortgage-style amortization works

with the effects of inflation to create a more level, constant dollar charge.
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WHAT SHOULD THE COMMISSION AUTHORIZE IN THIS
PROCEEDING WITH RESPECT TO AN ACQUISITION ADJUSTMENT?

Arizona-American requests that the Commission authorize a 40-year amortization
period and use of a mortgage amortization method, with the recovery of the
acquisition adjustment as a component of the cost of service, as discussed

previously.

DISCUSSION OF THE REQUIREMENTS OF THE ACQUISITION
DECISION

HAVE YOU ADDRESSED COMPLIANCE WITH ALL OF THE
COMMISSION’S DIRECTIVES IN THE ACQUISITION DECISION?

No. I have only covered the requested treatment of the Acquisition Adjustment.
The Acquisition Decision also calls for the determination of the clear, quantifiable
and substantial net benefits for ratepayers resulting from the purchase of the
Citizens’ Assets by Arizona-American; and the determination of the ratemaking
treatment of deferred taxes, excess deferred taxes and investment tax credits that
were on the books and records of Citizens at the time of the closing of the
purchase transaction, yet were not transferred to Arizona-American. It is my
recommendation to delay the demonstration of the clear, quantifiable and
substantial net benefits for ratepayers resulting from the purchase of the Citizens’
Assets by Arizona-American until a later date, after which time Arizona-American
will have greater operating experience and be better able to demonstrate the
tremendous net ratepayer benefits that result from this transaction. However, by
recommending this delay, Arizona-American does not waive its right to, at some
point in time in the future, request recovery of and on the Acquisition Adjustment,
if it so desires to do so. It is my recommendation is that the deferred taxes, excess

deferred taxes and the investment tax credit not be considered for any ratemaking
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purpose.

WHAT IS THE BASIS FOR THIS RECOMMENDATION AS IT RELATES
TO THE DEFERRED TAXES, EXCESS DEFERRED TAXES AND THE
INVESTMENT TAX CREDIT?

All of these items were established on the books and records of Citizens due to
timing differences between book and tax recognition of an allowance to record the
event causing the tax difference in the income stream. For deferred taxes, it is the
tax effect of the difference between depreciation methods of assets for book and
tax purposes. For tax purposes, many assets were once allowed to be depreciated
at an accelerated rate, meaning that the assets were depreciated at a higher early
period rate, and over a shorter time period, than for book purposes. For investment
tax éredits, in the past the Internal Revenue Code allowed a percentage tax
deduction for the investment in various assets. The investment tax credit was
never considered for book purposes.

In short, these are taxes and credits that belong to Citizens, not Arizona-
American. Arizona-American purchased the water and wastewater assets of
Citizens in Arizona; it did not assume any of the liabilities, except for the one
series of industrial development revenue bonds. The deferred taxes and
investment tax credits will be reconciled from the books and records of Citizens
when Citizens files its 2002 tax return and applies these items against the gain or
loss realize upon the sale of the water and wastewater assets to Arizona-American.
WHAT WERE THE BALANCES OF THE DEFERRED TAXES AND
INVESTMENT TAX CREDITS ON THE BOOKS AND RECORDS OF
CITIZENS AT THE TIME OF CLOSING OF THE ASSET PURCHASE BY
AWW OF THE ARIZONA ASSETS?

Stephenson Dir. Exh. 10 is a copy of the Arizona Property Detail supplied by
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Citizens at the time of closing. This Exhibit shows that the balance for the
deferred taxes was $4,674,819 and the balance of the investment tax credits was
$1,910,600. There were no excess deferred taxes shown on the books and records
of Citizens for Arizona at the time of closing.

PLEASE EXPLAIN FURTHER WHY YOU BELIEVE THAT THE
DEFERRED TAXES ON THE BOOKS OF CITIZENS FOR ARIZONA AT
THE TIME OF CLOSING SHOULD NOT BE CONSIDERED FOR
RATEMAKING.

Deferred taxes that were on the books and records of Citizens at the time of
closing are not an item that should be considered as a “carryover” item in an asset
purchase agreement. Deferred taxes result from items being treated differently for
tax and book purposes. These differences are primarily created by Citizens’ ability
to delay actual tax payments due to accelerated asset value depreciation or
amortization for tax purposes over the straight-line depreciation or amortization
used for book and regulatory purposes. These tax-differences are recorded as
deferred taxes. These deferred taxes will be taken into consideration when
calculating a tax gain or loss as a result of the sale of the Citizens’ Assets. Upon
the sale of such assets, these deferred taxes will be paid and the deferred tax
balances zeroed out.

When deferred taxes have been allowed as a component of cost of service
in utility ratemaking, their accumulated balance (ADIT) is typically deducted from
rate base as a source of non-investor capital. This is because deferred taxes are
collected in rates prior to the time they must be remitted to the respective taxing
authorities. In the interim, they represent a source of funds available to the utility
for plant investment or other corporate purposes. During that period it is entirely

appropriate to deduct the ADIT from rate base. When the tax liabilities underlying
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previously deferred taxes are paid, however, the related ADIT balances are
eliminated and the rate base deductions are no longer available.

With respect to Citizens’ ADIT existing at the time the sale of its water and
wastewater assets to AWW, the related income taxes will become due. At that
time, the ADIT’s will be paid and there will be no balance available to deduct from
rate base. On-going compensation to customers is not warranted. When non-
investor funds have been satisfied they no longer exist, and no further rate base
deduction is appropriate. ADIT’s may be viewed as a temporary loan to the utility
by the taxing authority. By deferring the date upon which taxes are ultimately
paid, a source of funds is created. Once the “loan” is repaid, the source of funds
ceases to exist. There is no entitlement inuring to the utility’s customers, since
they pay taxes applicable to the utility service they receive.

WHAT IS THE EFFECT ON ARIZONA-AMERICAN IF THE
COMMISSION ELECTED TO USE CITIZENS’ RECORDED DEFERRED
TAXES IN FUTURE RATEMAKING.

The Internal Revenue Service has, on a number of occasions, declared that any
deferred income tax reserves or unauthorized income tax credits relating to assets
that have been sold, transferred, or removed from regulation may not continue to
be considered in the subsequent ratemaking determinations. To attempt to do
otherwise will result in the utility losing the ability to take accelerated depreciation
on its Federal income tax return.

PLEASE EXPLAIN FURTHER WHY YOU BELIEVE THE INVESTMENT
TAX CREDITS THAT WERE ON THE BOOKS AND RECORDS OF
CITIZENS AT THE TIME THE PURCHASE WAS COMPLETED BY
ARIZONA-AMERICAN SHOULD NOT BE CONSIDERED FOR
RATEMAKING.
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The reasons are exactly the same as for deferred taxes. The investment tax credits
will be considered in calculating Citizens’ gain or loss as a result of the sale of the
assets, and therefore will be eliminated. The investment tax credits were a
“temporary” source of non-investor funds, once appropriately deducted from rate
base, but now that they have been “paid”, they are no available as a rate base
deduction. This deduction no longer exists and as such cannot be used for
ratemaking.

DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

Yes it does.
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‘APPROVAL OF THE TRANSFER OF THEIR
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Mr. Norman D. James. FENNEMORE CRAIG, on
- behalf of Arizona-American Water Company:

Mr. Daniel W. Pozefsky. Stéff Attorney, on behalf
of Residemial Utility Consumer Office;

Mr. Bill Meek on behalf of the Anzona Uulltv
Investors Association; and

Ms. Teena Wolfe_; Siaff Attorney, Legal Division,

on behalf of the Utilities Division of the Arizona
Corporation Commission.

BY THE COMMISSION:

On March 24, 2000, Citizens Utlities Company, now known as Citizens
Communications Company, together with its Agua Fria Water Division, Méhave Water
Division.. Sun City Water Company. Sun City Sewer Company, Sun City West Ultilities
Company. szens Water Services Company of Arizona. Citizens Water Resourees Companv of
Anzor\a Hamsu Water Company and Tubac Valley Water Company (collecnvelv “Citizens’ )
and Arizona-American Water Company (“Arizona-American”) filed with the Arizona CQrporation
Commission (*Commission”) a Joint Application to Transfer Assets and Related Approvals
(“Application™) of Citizens’ water and wastewater utility assets in Arizona including Citizens’
Certificates of Convenience and Necessity (“Certificates™) held by Citizens to Arizona-American.

On May 17, 2000 and on June 1, 2000, the Residential Utility Consumer -Office
(“RUCO”) and the Arizona Utility Investors Association (*AUIA”) filed applicatiqns for leave to
mtervene Subsequemlv intervention was granted to RUCO and to AUIAZ

On May 30, 2000, by Procedural Order, a hearing was scheduled on the above- capnoned
matter for September—27, 2000. Citizens and Arizona-American caused public notice of the

Application and hearing thereon to be published in various newspapers throughout Arizona. In

? On April 10, 2000, Mr. Marvin Lustiger filed an application to intervene in the above-captioned matter.
However, by subsequent filing, Mr. Lustiger clarified that he was only interested in electric or telephone
service in Mohave County, and therefore, Mr. Lustiger’s request to intervene was deemed to have been
withdrawn.

000192040 ) DECISION NO. _& 3 58Y
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addition. Citizens notified all its customers ofthe Apphcauon by means ofa wntten blll msen

On September 14,2000, a formal publlC comment sessnon was held in SunﬂVCrty

On September 26, 2000, the Commrssmn 5 Uulmes Dtvlsxon (“Staft”v fled a Settlement 1

Aoreement ¢ Agreement )} marked Exhibit A whrch is mcorporated by reference ankd attached

hereto

On September 27, 2000, a full public hearmo took place at the ofﬁces ofthe Commnssroniﬁ;_k

in Phoenix. Arizona. Citizens. Arizona- Amencan RUCO AUIA and Staff were presem mthf“’

counsel Following the presentatlon ofevldence szens and RUCO submttted w ntten brrets on b

the issue of whether Citizens should be reqmred to pav a portlon of the gam resullmo from the'
sale of its utility assets to Citizens™ customers. The matter was then taken under advrsement ‘
pending submission of a recommended Opinion and Order to the Commzssnon.

pIscussion

Parties to the Transaction

Citizens, through itsvvariou's divisions and subsidi‘aries, provides water,\xtastewater,v
electric, natural gas and telecommunications services to approximately 1.8 million cus‘tomers in
22 states. including in excess of 100,000 customers in Arizona. | Citizens’ current business
strategy is to focus on the provision of telecommunications services and‘the expansion of those
operations through the acquisition of wire centers and access lines from other provrders

primarily in rural areas, as was the case in the recently approved transfer of rural wrre centers by ,

Qwest Corporation to Citizens Utilities Rural Company, Inc
In connectron with this busmess strateoy szens mtends to sell |ts water waste“ ater, 1
electric, and natural gas utilities and to apply the proceeds to ﬁnance acqursmons and other_;l -

business activities in the telecommunications’ area In Apnl 7000 szens also announced the =

sale of its Louisiana natural gas operations for $.)7J mtlhon
The Commission granted Arizona-American a Cemﬁcate of Convemence 'md Necessrtv‘ :

to provide water service to approximately 4 600 customers in pomons of the Town ot Paradtse’

000192080 _ , : o DECISIO\I \10 é 3{Y(f
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i 1 Valley, the ‘Cl[) of Scottsdale and'cenamk umncorporated pomons of \/lancopa County —‘Anzona-' 0

: Amencan xs a whollv owned sub5|d|ary of Amencan ,»Water Works Company, lnc ( AWW”)' .,

whlch is the laroest pnvatelv owned water ulllll) system m the Umted States prox Idan water SO

wastewater and other wate resource managem ices to appro. 1m tely“ mllhon customers'

m 7.: states and with a reported consolldated ‘net plant of $5 1 brlllon and operatmo'revenues of

$l 26 bllllon AWW's |

’_ln l999 AWW S subsrdlanes mvested $-l67 mlllton in 1mprov1n0'and uporadmo thelr i

k famhtles and for the past several years AWW has made srmllar expendrtures'averaomo nearly o
S—lOO mllllon pel year Accordmo to AW\\' 'mtnesses AW\\’ s acquxsmon poltcv is motnated |
,']l at least in part, by anncnpated capual e\pendnures resultmo from new reoulator) requlrements._m
12 and proorams and the need to replace or upOrade aaed mfrastructure to mamtam high qualtty

- servrce “With the addmonal water and wastewater systems AWW and its subsrdlanes hope to
‘14‘ obtain economies ol scale and to strengthen thelr ﬁnanc;al capability - by expandmo thelr
15 || customer base.

16 || The Transaction

17 On October 15, l999 Citizens Arizona-American and AWW entered into an agreement
18 under Wthh Arizona- Amencan is to acquire the water and wastewater assets and the Cemﬁcates :

‘1'9 A held by Clttzens in Anzona ( ‘the Acqunred Assets”) for apprommately $2al mxlllon subject to b

: 20 adjustment at the tnme of closxno The purchase pnce w1ll be mcreased based on utlht) plant
21 added by szens after J une 30 1999 and wnll be reduced based on plant retlrements occurrmo .

2 after such date The Acqunred Assets mclude"'all utlllty plant property and mterests relatmo to

23 szens water and wastewater operatrons in Anzona wth certam etcepttons mcludmo assets

24 commonlv used by szens m connectlon \wth other uttltty operatlons cash and cash

25 equrvalents and assets related to beneﬁt plans."'f_szens wrll also retaxn certam llabllmes;

26 mcludmo OblIOaHODS for ta‘<es payable oblloanons relatmo 10 employee compensatton and i

ooowzo&o * R L ,DECIS’_lOl\lNO. ‘é 353‘1‘
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: had the transactron not occurred :
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“rtam advances in aid of construction.” Arizona-American will assurne

and receive addtttonal Sfunds’in’the ‘form of common eqtut) dtrectl) from AWW thhm l7 :

months the short term ebt \\lll be comerted to lon0 term debt mth a planned capttal structure e

whtch \\tll contam 3) 10 60 percent debt and 43 to 40 percent common equtty, mcludmO‘

' Artzona Amertcan S e(tstmﬂ debt and eqmt) capttal and the Ctttzens IDRBs that w11l be -

assumed 3

The Posmon of Staffand the Staff Settlement AOreement

Staff generally supported the appllcatton and recommended that the transfer of the
Aequlred Assets to Anzona-Amencan be approved subject to several condmons s

Ftrst Staff recommended that the Commtssmn defer any decrston on the ratemakm0
treatment of an acqunsmon ad)ustment deferred taxes excess deferred taxes, and mvestment tax

credtts unttl a future rate proceedtno i

Second Staf recommended that the dectsnon to allow recovery of an acqunsmon

adjustment be based on Anzona Amencan s abthty to demonstrate that clear quanttf able and‘ S

zed by ratepayers whtch would not haVe been reahzed

. _Thtrd Staff recommended that Anzona Amerlcan should be ordered to ﬁle l.) months,”

’ Artzona Amencan has fled :tn appltcatton for authorm 10 issue short term and long-term debt in’
connection with financing the purch‘t:c of the Acqutred Assets which is pendtnu in Docket No. \\ =

t)omi)zo&o e
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action,

repon comparmo the number of complamts recelved by then :

Commission prior to and after the transactron The report should provrde an e\planatlon of any"‘ el

n the number and import ’»ce of the complamts Staff would then revnew’

were ﬁnanced b) AlAC and CIAC \\hrch Anzona /\mencan will not be assummo Staff also

recommended that lmputed AlAC be amomzed over a perlod of 10 years, ‘while lmputed CIAC. -

: would be amortrzed below the lme in the same manner as \\ould have other\\ ise occurred

Flﬁh Stalf recommended that Anzona Amerlcan be requrred to seel\ Commrssron

approval‘ of any amendments to, or transfers of agreements.relatmg to the purchase of water,

‘ such as Citizens’ Central Arrzona Project (“CAP”) water subcontracts.

Fmallv. Staff recommended that the Commtssron order . Arizona- Amencan to charge
atepayers “for servrces based on the rates, charoes and service tanffs in effect at the time of
closmg in each szens servrce temtory, untrl such trme as Arizona- Amencan ﬁles general rate

proceedmgs for each servrce temtory

n 1ts Vrebuttal ﬁlm Anzona Amencan mdxcated that lt would strpulate to the condrtrons il

recommended by Staff mcludmg the deferral of a decrsmn concemmo the recogmtton of an .

4, acqmsmo adjustment and the condmons under whrch an acqursmon adjustment would be

recoomzed and \\ould adopt and utlllze the rates and charoes for servxce and all other serwce st

t'mffs currentl) m etfect in each ofthe affected szens ser\ ice temtones However Arrzom-, A

Amencan drsaoreed wrth rmputmrJ Cruzens AIAC and CIAC to Anzona Amencan

°°°19’°&° o £ - i pecisionNo. 6 3T8 ¥
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Subseq “ ntl), Staff and Arrzona-Amertcan entered mto he Agreement \\thh resolved il

all areas of dtsagreement relatmo to the terms and condmons under whtch the Acquxred Assets

would be transferredto Anzona Amerlcan

Pursuant to the terms of the Agreement CtttZens AC andb ClAC wrll:b

balance a b he ttme of the transfer wrll be reclassnﬁed as CIAC and added to the CIAC balance b
and the same amount \\lll be deducted from Cltrzens AIAC balance The adjusted amount of ‘
AIAC wrll be amorttzed below the lme (i.e.. no tmpact on C\penses) over a pertod of6 5 years, '

wrth the amortization period gbegmmng on the day on whrch the transfer takes place.- The

{ adjusted amount of CIAC will be amortized above ihe line (i.e., as a reduction to depreciation

expense that would otherwise be recoverable in rates) over a period of -10 years, -with the k
amortization period beginning on the day on which the transfer takes place. The imputation of

AIAC and CIAC to Arizona-American is solely for ratemaking purposes, and not for financial

' accounting or any other purpose.

ln 'addition to aoreeing to the"imputation of AIAC and CIAC ‘Arizona-American aoreed
that the Commtssron may adopt Staff s remammo condmons concernma the sale and transfer of o
the Acqutrecl Assets Staff and Arrzona Amertcan also agreed that Anzona Amertcan s request "
for an accounttng order to estabhsh the amorttzatton method for any acqursmon adjustment
resultmo from the transactton should be deferred until ; a future rate case ) |

Based on these aoreements by Anzona Amencan Staff lS recommendrno that the

CommtSSton should approve the transter ofthe Acqurred Assets to Anzona Amencan and should 10

{ not tmpose any addmonal terms condmons or reqturements on Arrzona Amencan

_000|9zoeo e : LD ‘,DECISION N 258
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Posrtton of RUCO

; and should not be approved unless 1t is restructured RUCO aroued_that the transacuon» could ; .

' an acqursmon adjustment should be deterred untrl a future ratecase RUCO aroued that the oam :

DOCKET NO. W-01032A-00-0192 ET AL

Durmo the heanng, Staff and Anzona Amerrcan voxced their support of the Aoreement o

AUlA also e\pres ’je

~

beliei/iné that lits‘;’ te‘_r, :s :are reasonable and 'in ft_hejpubli'c‘ 'i_nt'ere

support for the Aureement Howe\er the remamtng party to the proceedmﬂ. RUCO objects to

the approval of the Aoreement and to the transactron‘ generally, asdr_seussed below.

RUCO mamtams the proposed transacuon behevmo hat 5t in the public”inter;est

' pOSSlbl\ m the future lmpact on ratepa)ers Whtle RUCO dld not drsaoree that cons:deratlon of‘“’:’,

resultma from the sale of the Acqutred Assets recened by szens ie.. the dlfterence bet\teen’
the net -book value of the Acquired Assets and the purchase price ‘being pa_rdjby Anzona-'
American, should be shared equally between Citizens 'stockh‘olders and the ratepayers 'RkUCO
further aroued that the Commission should adopt a set of criteria to determme what xf any, v’
acquisition adjustment should be allo»\ed in a future rate proceedmo RUCO also suggested that
to make this transaction in the public interest, among other things, the transaction should be |
contingent upon Arizona—American’s Board of Director’s approving a letter pledOino to int/est_no
less than 15 percent of the purchase price in acquisitions and capital rmprovements of resources
stressed’ water and/or wasterwater utrhtres in Arizona no later than 77 months after the date the,
Commtssmn authonzes the transactron : 7

Analysrs of Dtsposmon of Gam lssue '

RUCO contended that fundamental prmcrples of falmess support sharmo the gam in. thts'

case RUCO mamtamed that ratepayers have shared in the nsk assocrated wnth the operatton of t

the utthty assets and that it necessanly follows that ratepayers should share in the oam reahzed
from the sale of those assets “According to RUCO ‘this risk sharma results from the accountmo o

treatment prowded in the Nattonal Assoc1auon of Regulatorv. Utthty Commlssmners o

1¢ NARUC”) Umlorm System of Accounts when an asset is retrred prematurelv re betore a'f'r;: o

wooso o , - DECISION NO. é 3535[
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uttlrty fully recovers rts ortomal cost vra deprecratron ~RUC O also stated that pnor Commtssron:

decrsrons support gam shannu

In response szens argued that ratepayers have assumed no rtsk in connectron’wrth the- ,

operatton of szen 3 nd wastewater utllll) bUstness lnvestorsihave f provtded the .

; Commlssron decrsnons. szens crted three analooous cases 1m lvmo a sale of an entlre hne ofv =

uttht) busmess m \\htch the Commrssron dld not order tvam sharrno ;,CIUZEI’\S also c1ted‘k

9 Dec1sron No. 60167 (Apnl 17 1997) m “htch a utthty s natural oas busmess \\as sold at a loss :k,
v "']() ln that case, the Commtssron dld not order the custoriers 0 share in the Ioss | |
I . This proceeding is similar to the three cases crted earlter by Ctttzens since it is sell_inévits
12 | entire business and will have no further water and \Vaste\\}ater operations in Arizona. The
, 713: Comntissi_on has never required gaivn‘ sharing under' these_circumstances./ In’the Contel of the .
14 West‘ matter, in which Citizens was authorized to acquire all of Contel’s teleohone properties .in
15 | Arizona, Staff urged that the gain resulting from the sale be ’shared equally with ratepayers. :
. 16 However, the Commission rejected gain sharing in that case. . T o ‘ -

17 We also do not beliet'e that ratepayers bear a substantial 'risk by virtue of receiving utilyity :
18 | service in this case. The pamcular accounting treatment for deprecrable plant provrded under the :

19 Umform System of Accounts does not shlft nsk to customers but rather prescnbes pamcular

20 accounttno ad)ustments to properly reﬂect rate base before and after' the retrrement of a plant :
-21 Jitem. The utility’ s owners 1e its shareholders ulttmately bear the rrsks assocrated wrth the

0220 utthty s business. Whtle regulatton may reduce those rtsks relatwe to most non- reoulated

dobovwenudmdols .=l -b

st Citizens/Southern "Union, Decrsron No )7647 (December l99l) Contel/Ctuzens Decrston No )88[9
23 (October 17, 1994); and GTE’szens Decrsron No 6"648 (June l.» OOO) s e haeal

‘_ 26 SAJO lmprovement Companv/Southwest Gas Decrsron No 60167 (Apnl l7 |997)

000192080 '_ Lo DEC]S!O\INO 435099/
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‘who are entitled to receive utility

servrce at rate set bv the Commtssron

an) should be approved

Analysrs of Remavmlno RUCO Recommendatlons s

RUCO s other recommendauons pertamed to -the structure of the transacnon andi’
RUCO’s con‘cerns that thrs structure could lead to rate increases in the future. RUCO’s concern '
pnmanl) relates to the fact that Anzona Amencan will not be assuming all of Citizens™
ltabrlmes assocnated with AlAC and ClAC \\hrch totaled apprommatel) $80 8 ‘million and $4 7
million, respectwely, at December 31, 1999.  According to RUCO, the structure of the
transaction will result in the elimination of AIAC and CIAC as reductions from rate base, which
will in turn "result in a'n increase in rate base and, eventually, to rate increases

We beheve that the Aareement approprrately deals with thrs issue. Citizens’ AIAC and
CIAC wrll be recoomzed for ratemakmo purposes bv Arrzona Amerrcan ‘even thouOh Anzona~

Amencan 15 notassummg those llabllltles

structure of the transactron wrll be amelrorated Based on the evxdence and the testrmony, the S

. approach utllxzed in the Aoreement is reasonable

Further the evrdence mdrcates that the transacuon between szens Anzona Amencan

and AWW was the product of arms lenOth neootlatlons that occurred after szens had adopted, j.

us current busmess strateey of focusmo on telecommumcattons serv rces and drvestmg rtself of S

its water and waste\\ater systems as well as 1ts electrrc and natural oas systems throuOhout the R

w00 .. pecisionno. &3 5‘7‘/ ,

IO -
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liated compames. The payment -

Amencan will constitute an investment in the Acquxred Assets v

Staff s recommendation is appropriate under the clrcumstances herem s ’
| _Ne‘ RUCO questloned he aPproach PropOSed b) Arrzona Amencan and Staft ‘as%v”’:
adOpted in’ the Aoreement for dealmn mth the possnble future recoonmon of an acqutsmon
adjustment in rates RUCO aoreed wrth Arnzona-Amerrcan and- Staff that it_is appropnate to

defer consrderatton ofany acqunsmon adjustment resultmo from thé transaction until a future rate

v proceedmo “in order to afford Artzona Amencan an opponumty to demonstrate that the

acqu:smon has prowded a net beneﬁt to ratepayers by virtue of tmproved operatmo efﬁcrencnes

economres of scale and other synergtes However RUCO's witnesses also contended that the

: Commtssron should adopt a set formula ‘that would be used in- connectton \\uh any future

: determmatlon of the amount of the acqtusttton adjustment

We have concems about the adoptton of a set, mechamcal formula to quantlfy a future :

acqulsmon adjustment We beheve that such a determmatton should be made at the txme all the

taff's recommendatton concemmo the basrs on whlch the' L

Commrssron wrll allow the recovery of an acqutsmon adjustment is reasonable and in the publlc :

1can 1s cautroned that the Commtssron wrll requnre Anzona Amencan to E

tantlﬁable nd subs ntral net beneﬂts to ratepayers ha\e resulted from

the acquxsmon of Clttzens system hat would not haxe been reahzed had the tr'tnsactton not

5 occurred before the Commrssron w1ll consrder recovery of any acqursmon adJustmem in a future ey

rate(pr_oceedmg.
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s also crmcal of Anzona Amencan s fa\lure to assume all- of szens ]DRBS

A stated' ,Anzona Amencan wrll assumecertam IDRBs whrch tota apprO\lmately $106 o o

has acl\no“ Iedoed that other bondsj‘ha\e been 1ssued ,‘ .

" Arlzona Amencan in lts testlmony,

“The e\rdence mdlcates ho“e\er that m contrast to ‘the: DRBS that mll be ';f »

- 9 v assumed the other bonds would ’requrre unammous consent from all bond holders in order to be o
1 0 assumed \\hrch would be admrmstranvel) drﬂrcult rfnot mpossrble 10 accomphsh within the '

] 1 tlme frame of the transactron The additional costs 10 Anzona Amencan to replace these low

' «l") cost lDRBs \\rth alternauve iorms of ﬁnancmo was not ascertamed

‘_J : »' '. We hnd that it would not be 1easnble for Anzona Amencan o assurne the remamrnoi

14 bonds and 1t would not be reasonable 0. 1mpute these bonds to Arizona- Amencan s capital

15 structure ‘The remammo bonds will continue to be an obhoatron of Citizens and will contmue to

; 16 be included in Citizens’ caprtal structure in rts ongoing telecommunications busmess.

17 ‘ F mally, RUCO recommends that authonzauon of the transactlon be made contmoent on
= 18 Anzona Amerrcan pledorno to mvest not less than 15 percent of the purchase pnce for the |

F Ac'urred Assets or approx1mately $.>5 mllhon 1n acqursrtrons and capxta] 1mprovements of s

resource stressed water and/or wastewater utrlmes in Arrzona These acqursmons and capltal e

rmprovements would have to be made wrthm 72 months from the date on whrch the Commtssnonf-";

i -

: approves the transactron

i 26 poltcresalmed at rmprovmg therr ﬁnancral vrablhtv However rt is not reasonable to compel a

obomzo?;o (R e | Sl \ DEClSl_O,NNO._-'O 3584‘
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pnvate uulny to spend rn e\cess of SJD mllhon 10 solve these problems nor is ll clea that the

2 Commrssron has the authonty to do so

Anzona Amencan has mdrcated its. b 'llmgness to work thh the Commrssron n

* * Lk * * ik * ik e T g

Hawno consndered the entlre record herein and bemo fully advised in the premlses the'“‘ V'

Commrssxon ﬁnds concludes, and orders that

FINDINGS OF FACT

Lo Pursuant to autho_rity gra‘nted by‘th'e Comntission, Citizens provides pubtic water,b
| wastewater, electri‘c, natural gas and telecommunications services in various parts of Arizona.

- 2.‘ | Pursuant to authority by the Commission, Arizona-American a wholly Vowned" :
subsndlar) of AWW, provrdes public water service to approximately 4,600 customers in the_

Town of Paradlse Valley, the Clty of Scottsdale and in certain umncorporated pomons of

Marlcopa County, Arrzona Anzona-Amencan is presently classrﬁed as a Class B water utrhty

3 On March 24 2000 szens and Anzona-Amencan ﬁled an Applrcatroni"‘f‘:v

: requesung approval of the sale and transfer of Cltlzens water and wastewater utrllty assets in i

Anzona tooether w1th the transfer of szens Cemﬁcates to Arrzona Amencan

4. RUCO and the AUIA were oranted mterventlon in this Docket

s, Pubhc notlce of the Appln.atron and hearmg thereon was pubhshed in \anom b
5 newspapers throucxhout Arrzona wrthln and in the vrcmm of szens and Anzona Amencan 5

: certrﬁcated serv:ce areas.
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o Customers of Citizens were also notified of the Application by |

billinsert,

‘ \\astewater electnc and natural gas uttlmes and appl)rno the proceeds to" tlnance acqmsmons :

and other busmess actlvmes m the telecommumcatlons mdustry

Ea

9. A\V\\’ and rts subsrdlanes mcludmo Arrzona Amencan are the laroest pnvately

owned water ullll[\ S\stem in the Umted States provrdmo water \vxstewater and other water'

resource management semces to apprommately three mrlllon customers in 2) states

lO AW\\' is ﬁnancrall\ sound. and has the expenence e\pertrse and resources to s

assume and perform szens pubhc service obhoatlons

I1. - On October 15, 1999, Citizens, Arizona-American and ‘AWW Zentered into an
asset purchase agr’eement under which Arizona-American will acquire all Of fthe water and
wastewater utility assets together with the requisite Cemﬁcates held by Crtlzens in Anzona

12. Anzona Amencan wrll pay a purchase pnce of approxrmately $7 1 mxlllon whnch

mcludes the assumptlon of appr0‘<lmately $10.6 mlllron of exrstmg debt in kthe‘form of‘i_

outstandmg IDRBs The purchase pnce is subject to adjustment erther hxgher or lower based on 1
plant addmons and retlrements occurring after June 30, 1999
: 13 Anzona'Amerrcan wnll ﬁnance the transactlon throuOh a combmatron of debt and =l

equlty resultmo in Anzona Amencan havmo a capttal structure of 55 to 60 percent debt and 45 .

to 40 percent common equity. Thrs debt to equrty ratto 1s comparable to the capttal structures of

most large pubhclv-traded water utrlltles

000192060 . : | ) DECISION NO. é 35331
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/ = ing . treatment ‘of - f‘}" acqursrtlon adjustment
: deferred taxes, excess deferred taxes and investment ta 'credtts be deferred untrl a’
: 'future rate proceedmo : S

~that rf recov ery of any acquisition adjustment is authonzed in'the future it should '
_be based on Arizona-American’s -ability ‘to d monstrate that clear, quanttftable'l
-and substantial net benefits have been realized by ratepayers in the affected areas
“which \\ould not'have been realiz had the’transactton not occurred -

‘e that Artzona Amerrcan fle 30 davs after the frst anmversar) of the transactton a. .|
~~report which compares the’ number of complaints received by the Commiission

.~ under Citizens’ ownership and under Arizona-American’s ow nershtp and provide -
an explanation of any -significant changes in the number and importance of the
~ complaints received. Staff should review the data and. if necessary, make a

. recommendanon to the CommtSSton of any further acnon to be taken; :

. that an tmputatron of the benefits related to AlAC and CIAC received by Anzona-
American should be made in subsequent -rate proceedmos for each former -
Ctttzens system as recommended by Staff in'its dtrect testimony: :

» that Arizona-American shall be requtred to secure prior Commrssron appro» al of
any amendments to, or transfers of agreements relating to the purchase of water,
such as Citizens’ CAP water subcontracts and

. that Arizona-American shall charge ratepayers for services based on the rates,
charges, and service tariffs in effect at the time of closing in each Citizens service
territory. until such time as Arizona-American files oeneral rate proceedings for
“each servrce temtory : :

le On September 76 2000 Staff ﬁled the Agreement that is marked Exhrbtt A The

Agreement resolves all tssues relatmo to the terms and condmons under Wthh the Acqutred ,
Assets may be sold and transferred to Anzona-Amencan

16. ln the Aoreement Artzona Amencan acknowledoed that it wrll follow Staff’s,

recommendatrons if they are adopted by the Commtssron

17 Whtle RUCO dxd not oppose the treatment of the acqursrtton ad)ustment in a

future rate proceeding, it netther Jomed m sromno the Aoreement nor sugge:ted a \\orkable =

0001920&0 - g ) R r: o . D‘EClS‘oNNQ 43516’{ :
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: No 14’and the Aoreement a easonable and in lhe pubhc mterest Therefore ‘the transter of‘
.szens \\ater and \\aste\\a(er uu‘htv assets and Ceruﬁcates lo Anzona Amencan should be'
1 appr0§-'ed- . | i :

nl ~ CONCLUSIONS OF LAW

ACitizens and vA'rizona‘-Anierican are public’ service eorporations within the
< meamng ofAmcle /\V of the Anzona Constitution and A.R.S. §§ 40-281, 40-282 and 40-285.

16 - 2 The Commxssmn has junsdxcuon over Citizens and Arizona- American and over
17 jthe subjecvt matter of the Applicatibn. B

18 : 3.,’ ,V Citizens and Aq_rbi:aona;—'AVmer_ican provided‘noiiee of this pfoceeding in accordance

A with the Zf‘aw. o

4. " There is a continuing need for public .water and wastewater service' in the |

certiﬁcated service areas of Citizens-.

s 2-. sy Anzona-Amencan 1s a ﬁt and proper entlty to recelve the Certlﬁcates of szens

N 6. The Apphcauon of szens and Anzona Amencan the Aureement and the

25 ‘ condmons recommended bx Slaffm Fmdmos of Fact No 14 should be approved S "

000192080 B e ~_oecisionna, 6 358K
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_lila_ter Company be.and:

' customers of the effecttve date of the transfer of the uttltty assets and of its assumptton of the :

tofthe notrce prow

DOCKET NO. W-01032A-00-0192 ET AL, .

T IS THEREFORE ORDERED that the .lomt Appltcatlon for Approval to Transfer the'.:f'f

mence and Necessrty of Cttxzens Utxlmes Company, now kno“n s

hereby.

appro» ed.

T lS UR HER 0o RDE‘ ED that Anzona Amertcan Water Company shall compl\ \nthiyz [

the terms condmons and ‘reqturements as set forth n the Staff Settlement Aoreement attached
hereto as E\hrbtt A and mth Staft s recommendauons in FlﬂdanS of Fact No. 14 heremaboye
| lT IS FURTHER ORDERED that Arizona- Amertcan Water Company shall file, \\tthm‘
0 da\s from the date on \\thh the acqutsmon has been completed wnth the Dtrector of the ‘-
Commtssron s Uttlmes Drvxston approprtate documentatlon evxdencmo its acqunsmon of the
Citizens Uttltttes Compam now known as Citizens Commumcattons Compan) s Arizona water .
and \\astewater uttltty assets. -

: lT lS ’FURTHER ORDERED that Arizona-American Water Company ‘shall notifv its

obhgatton to provxde water and wastewater utrltty servxces at the exrstmg rates by means of anjy,

hly tllm 'or by other appropnate means rmmedtately tollowmo the [

date 1t ﬁles the documentatton thh the Dtrector ofthe Uttlrttes Dmsron 5

IT lS FURTHER ORDERED that Arlzona Amencan Water Companv shall file, wrthm;',

15 days of the'date n»,ﬁles the documentatron wrth the Dtrector of the Uttlmes Dwtsxon a copy e

000192060
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S FURT] R ORDERED lhat,‘Anzona Amencan Water Company shall contmue to

= the existing rates and charoes of the transferred Ullll[)’ compames untrl furthe Order by

[ | 'that Anzona Amencan Water Compan) shall contmue to e

tewater 0perat10ns

1Tis FURTHER ORDERED that szens Uulmes Company shall mamtam ns books-
] and records for the lransferred uuhty compames fora perrod ot J years from the effecme date of }
lO_ thrs Decrsron R ' : e T : o

| fk_l v] . -~ ITIS FURTHER ORDERED that this Decision shall become effective 1mmed1ately

U .]77 : BY ORDER OF THE ARIZONA CORPORATIO\I COM\AISSION |

14 / . H~ /é& N
t CHAIRMAN . ? M[SSIO\IER COMMISSIONER
1S , , :
16 '4 : N WITNESS WHEREOF, 1, BRIAN C. McNEIL,
o o Executive Secretary of the Arizona - Corporation
17 : , Commission, have hereunto set my hand and caused the

official seal of the Commission to be affixed at the Capitol,

,m the[m;(t,y&of Phoenix, this OZV/’{ day of
, 2001 ,

. ) 5 ‘1‘ & ° . . . - » ; ' ‘ . : . o .
: B?IAN C.MENEIL AR /
EXECUTIVE SECRETARY . £

i
i

2 | pissent
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| s BT O T :

E N KR B N N R R R AR NN




' DOCKET NO. W-01032A-00-0192 ET AL}

L [TIZENS COMMUNICAT[O\IS COMPANY
: ET AL S

L W-01032A-00-0192; W- 01032B-00- 0192, RS
- £01032C-00-0192; S-02276A-00-0192; ws-“”" o

- 02334A-00-0192;  WS-03454A-00-0192; WS- |

- 03455A-00-0192; W-02013A-00- 0192, w- 01>9JA-ET .
~ 00-0192; and W- OlaOJA 00- 0197 ‘ e

DOCKET NOS::

' Mlchael M Grant \ g
“I'GALLAGHER & KEN\IEDY
2575 East Camelback Road
|| Phoenix, Arizona 85016-9225 .
Attorneys for. szens Commumcatlons
' Companv et al :

S Nom1an D. James
10 | FENNEMORE CRAIG
, 3003 N. Central Avenue, Suite 2600
11 } Phoenix, Arizona 85012-2913
Attorneys for Arizona-American Water Company

Walter W. Meek, President

Arizona Utility Investors Assocaanon
P. O. Box 34805

14 Phoem‘(, AZ 85067

15 | Christopher C. Kempley, Chief Counsel
Legal Division

16 | ARIZONA CORPORATION COMMISSION
1200 West Washington

17 I Phoenix, AZ 85007

18 | Deborah Scott, Director
Utilities Division
19 §# ARIZONA CORPORATION COMMISSIO\I
11200 West Washington
20 Phoemx AZ 85007

21 § Daniel w. Pozefsky

; Staff Attomey

- 22 I Residential Utility Consumer Office
- " { Suite 1200

23| 2828 North Central Avenue
Phoenix, AZ 85004

24
o | : .
]l 3099-0035/898296.
264
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.. FENNEMORE CRAIG

ATTOANEYL AT Law
e Proemix

t WlLLlAMA MUNDELL

-IN THE MATTER ‘OF “THE * JOINT

CARL J. KUNASEK =~
_ CHAIRMAN

,» JIM':'IRVIN

COMMISSIONER
COMMISSIONER :

. BEFORE THE ARIZONA CORPORATION cowuvussnor\x

APPLICATION ~OF - CITIZENS UTILITIES DO:CKET‘NOS. '{W-01032A200~019'2

COMPANY; AGUA . FRIA- ~WATER| = = " “W-01032B-00- 0192
DIVISION ~ OF CITIZENS ~ UTILITIES| ~ " W-01032C-00- 0192 -
COMPANY; MOHAVE WATER DIVISION |- S-02276A-00- 0192
OF "CITIZENS UTIUTIES COMPANY; SUN Lo - "WS-02334A-00-0192
CITY. WATER - COMPANY; - SUN - CITY E WS-03454A-00-0192 .
SEWER COMPANY; ‘SUN. CITY WEST| - WS-03455A-00-0192
UTILITIES COMPANY,; CITIZENS WATER W-02013A-00- 0192
SERVICES COMPANY . OF  ARIZONA; - W-01595A-00- 0192

CITIZENS WATER: RESOURCES W-01303A-00- 0152
COMPANY OF ARIZONA; HAVASU ' : '
WATER COMPANY AND.TUBAC VALLEY
WATER COMPANY, INC., FOR
APPROVAL OF THE TRANSFER OF THEIR

WATER AND WASTEWATER UTILITY | SETTLEMENT AGREEMENT BETWEEN |

ASSETS AND THE TRANSFER OF THEIR 'ARIZONA CORPORATION
CERTIFICATES OF PUBLIC CONVENIENCE | COMMISSION STAFF AND ARIZONA-

AND NECESSITY TO ARIZONA- AMERICAN WATER COMPANY
AMERICAN WATER COMPANY AND FOR : : -
CERTAIN RELATED APPROVALS.

o
o

25

On March 24, 2000, Citizens Utilities Company {now known as Citizens'°
Communicationé Company), its Agqua  Fria Water Division, its Mohave Water
vaxsuon, Sun Crty Water Company, Sun City Sewer Company, Sun City West.
Utllmes Company, szens Water Servnces Company of Anzona szens Water
Resources Company of Anzona Havasu Water Company and Tubac Valley Water '
Co_mpany (coltectuve!y,» "szens") and AAnzona-Amencan Water Compan\/
("Ariaona American") - frled with the ‘Arizona Corporation Commis’sio‘n
{ Commxssron) a ;omt apphcatlon for the approval of the sale and transfer of,

Crtlzens ‘water and wastewater utility plant, property and assets in AleOﬂa

including transfer of Citizens' certificates of convenience and necessuy‘

PHX/NJAMES/109126.1/73241.021  DECISIONNO. ¢ 35 4 7/
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: ("Certrfucates") to Anzona Amerrcan pursuant to A R S § 40 285

The Commrssrons Utlhtles Dtvtslon Staff (Staff) has mvesugated the:

: applicatlon and has recommended that the apphcatlon be approved by the v,

: Commxssuon subject however to certaln condmons and requnrements whnch are

: 'set forth m the Dlrect Testrmony of Lmda A Jaress flled in thts docket on August
14 2000 at pages 18 19 ( Staff "Recommendatrons ) Anzona Amencan has‘ ,
undlcated that it |s wnlhng to accept the Staff Recommendatlons wrth the exceptlon

of the recommendanon that szens advances in atd of constructton ("AIAC") and

© 0 N ;l:;u‘ R Q N

contnbut:ons in asd of constructcon ( CIAC") be zmputed to Anzona Amencan

—
o

qapresentattves of Staff and Acizora-American have had- disciissions

o e
—

concerning the matters in dispute with respect to the application and have reached

—
N

a settlement. The purpose of this Settlement Agreement is to memorialize the

agreement that has been made by and among Staff and Arizona-'Arnerican, which ~
14 lresolves all areas of disagreement relating to the terms and conditions under ‘wh‘ich"

15 Citizens' Arizona water and wastewater assets and Citizens’ Certificates may be

16 I transferred 1o Arizona-American.

17 1. AIAC Imputation: Amortization. As of December 31,1999, Citizens’™

18" | AIAC balance was, $80,818,669. Citizens' AIAC balance as of .the date on which

19 | Citizens' water and wastewater assets and Certlflcates are transferred to Anzona-.

20 Amerrcan and Anzona Amerlcan becomes responsmle for the provrsnon of water 7_ o
‘21 and wastewat_er services will be imputed to ,Anzona-Am}en‘can.r Such imputation

. .22', shall be solely for ratemaking purposes. The"total‘ rémo.unt of AIIA(: anated e

‘. 23 . adjusted as more particularly providedbelow. The adjusted amount of AIAC will be,

ﬁ4 amortized below the hne (i.e:, no impact on expenses) over a period of 6.5 years,

257 with the amortization period begmnmg on the day on which the transfer takes
26 place.

Arraemtrs AT Law
Praemx
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: to Arlzona—

iy L 2 . . s

Amerlcan and Ariz na-

balance lmputed to Anzona Amerlcan wrll be amortlzed above the lxne (l e., as a
reductron to deprecratlon expense) over a penod of lO yvears, wrth the amortlzatxon
penod beglnnrng on the day on Wthh the transfer takes place

[

3. nd|ustr..en‘ 1o Recordzd AIAC and CIAC Balanc CES. The‘amounts(of

AIAC and CIAC to be imputed to'Ari‘zona~American for ratemaking purposes will be
the transfer, adjusted as follows: = An Aamount equal ‘to five percenf {5%) of
Citizens’ AIAC balance at the time of the transfer will be reclassified as CIAC and

added to the CIAC balance, and the same amount will be deducted from Citizens’

ratemaking purposes hereunder.

set forth in the Drrect Testlmony of Linda A. Jaress

that Arlzona Amerlcans reqUest for an accountlng order to establlsh the

should be deferred untll a future rate case.

- 6. Transfer in the Publlc lnterest. Based on the foregolng' agreernents

PHX/NIAMES/1109126.1/73244.021 _

DECISIONNO. £ 35dY

ClAC mp atron Amortlzatlon As of December 31 1999 szens b»

based on the actual balances shown on Citizens' regulatory books as. of the date of .
AlAC balance in computing the amounts to be imputed to Arizona-A:merican‘ “fore
4. Adoptlon of Remamrnq Staff Recommendations. Anzona Amencan#

.5‘.' Deferral of Determlnatron of Amortlzatlon Method. The partles agree :

amortrzatron method for any acqursxtlon adjustment resultlng from ‘the transactlon'

ey ' ~ Docket No. W-01032A-00-0192 Et a -

ClAC balance was $4 734 430 Crtlzens ClAC balance as of the date on Wthh- a
szens water andAwastewater assets and Certlflcates are transferred to Arrzona- b
encanibecome responsrble for the provrsron of water and‘:' ;
wastewater servrces will also be tmputed 1o’ Anzona Amerlcan Such nmputatlon o
shall be solely ‘jor atemak 'g purposes The total amount of ClAC to be rmputed L

merrcanWllI also be adjusted as provrded below The adjusted ClACv»'

agrees that t‘]e Commrssxon may adopt the remaining Staff Recommendatlons as 3
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the terms set forth hereln ’No addmonal terms f‘uondrtlons or requrrements are o

r appropnate

upoort and Defend.’— Thls Settlement Agreement wrll be mtroduced as'.i'.— '

hlblt durmg the heanng on the applrcatlon presently set for September 27

Anzona~Amer|can and Staff wrll ]omtly request that the Settlement o

Agreement be recelved rnto evndence and agree “to support and defend this -

: Settlement Agreement and the transfer of szens water and wastewater assets

and the Certificates to Arizona-American on the terms set forth herein as just,
reasonable.and appropriate based on the partieular circu'mstances presented in this
application..

8. Compromise; No Precedent. This Settlement Agreement represents a

compromise in the positions of the parties hereto. By entering into this Settlement

Agreement, neither Staff nor Arizona-American acknowledges the wvalidity or

invalidity of any particular method, .theory or principle of regulation, or agrees that*
any method, theory or prlnciple of regulation employed in reaching a settlement is
approprrate for resolvmg any issue in any other proceedmg, mcludlng (without |
lIlTlltathn) any issues that are deferred to a subsequent rate proceedmg Except as‘:f_‘,-" -
specrfucally agreed upon in thls Settlement Agreement nothmg contained herem
wrll constrtute a settled regulatory practice or other. precedent N

k’9.‘ inleqed and Confldentral Neqotlatlons All negotlatrons and other

cornrnunicanons relatlng to this Settlement Agreement are prlwleged and
confrdentral and no - party is bound by any posrtlon asserted during the

negotratrons except to the ‘extent expressly stated in thrs Settlement Agreement

PaerJAMESIumué.ln:rzu.ozl | DECISION NO. _J___j’i):’ }’ .
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- Complete Aqreement'

: complete agreement of the partles wrth respect to lts subject matter

: ARIZONA CORPORATION

COMMISSION STAFF

By:

Steven M. Olea
Acting Director,. Utilities Division
Arizona Corporatlon Commission
1200 West Washington Street
Phoenix, Arizona 85007 :

An original and 10 copies of the
foregoing was delivered this
___ day of September, 2000, to:

Docket Control

Arizona Corporation Commission
1200 West Washington
Phoenix, AZ 85007

A oopy of the foregoing
was delivered this day of
September 2000 to:

Karen E: Nally

Assrstant Chief Administrative :
‘Law Judge

Heanng Division -

Arizona Corporation Commission

1200 West Washington

Phoenix, AZ 85007

PHX/NTAMES/T109126.1/73244.021

proceedr 'g b fore the Commlssron or a court

Docket No.

the course of the negouatlon of thls Settlement Agreement is not admrssrble m anyf

. understandmgs or commltments other than those expressly set forth herern

DATED thls Zé day of September 2ooo

ARIZONA AMERICAN WATEFI COMPANY-

/k_/ By: /)/I/I/Vv—:)q_m)p-

Norman D. James

FENNEMORE CRAIG

3003 N. Central Avenu¥, Suite'2600

Phoenix, Arizona 85012-2913

Attarneys for Arizona-American
Water.Company :

DEcrs'roN No. € 3589

W-01032A-00-0192 Et

As such evrdence of statements that were made or other conduct occurrmg durlng/'

Th:sr SettIement Agreement represents the o

There are no, :
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21

A copy of the foregomg
day of September 2000 to:

Daniel w. Pozefsky
§ Staff Attorney - ‘
‘! Residential. Utmty Consumer Offuce

2828 North Central Avenue
Suite 1200 .
Phoenlx, AZ 85004

1 (602) 285-0350

Walter W. Meek, President :
Arizona Utility Investors Assoc:atlon
P. O. Box 34805 - ‘

Phoenix, AZ 85067

(602) 254-4300

Craig A. Marks

Associate General Counsel
Citizens Communications Company
2901 N. Central, Suite 1660
Phoenix, AZ 85012

(602) 265-3415

By:

was telecopied/delivered and malled this

Pl:{XINJAh{ESIl 109126.1773244.021
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AMERICAN WATER WORKS - SHARED SERVICES CENTER

CITIZENS ACQUISITION

Final Acquisition Journal Entry - Arizona

F\RATES\Arizona Citizens Rate Case([AZ Czn Entries Fina

1. RECORD UTILITY PLANT PURCHASED (Booked in Jan Based on Nov Info)

JE2301, reclass debt JE231

230105.104000 Utility Plant Purchased/Sold 276,471,277

230105.201200 Common Stock 110,888,158

230105.221120 Bonds Inside 154,948,119

230105.221100 Bonds OQutside 10,635,000

2. RECORD ACQUISITION - NET ASSETS

CZN record net assets ' JE#

230105.10400 Utility Plant Purchased/Sold 276,471,277

230105.134100 Petty Cash 3,371

230105.146100.001 A/R Other Manual (Notes Rec) 500,000 R

230105.141000 Accounts Receivable 1,723,245 R
©230105.141000 Accounts Receivable-unexplained difference 71,151

230105.144000 Unbilled Revenue 825,523

230105.143000 Allowance for Doubtful Accounts 47,496 R

239902.241249.002 Collection for Others (agua fria) 27,730

239902.241249.001 Collection for Others (agua fria) 27,730

239903.241249.002 Collection for Others (Sun City) 9,027

239903.241249.001 Collection for Others (Sun City) 9,027

239901.241249.002 Collection for Others (Surprise) 382,751

239901.241249.001 Collection for Others (Surprise) 382,751

239905.241249.002 Collection for Others (Sabrosa) 4,952

239905.241249.001 Collection for Others (Sabrosa) 4,952

230105.146100.001 Misc A/R - Manual 581,849 R

230105.146100.001 Misc A/R - Manual _ 99,208

230105.153000 Materials & Supplies-Stk E 30,557

230105.165500 Prepaid Postage 896 R

230105.165500 Prepayments - Transition services 24,374 ’

230105.165500 Prepayments CAP Legal Services 2,500

230105.105110.1 CZN X Capital Exp. Invoices paid by Citizens 1,057,874 Exb i

238305.146100.001 Sabrosa Water Well Project 9,672

236206.675000.2135 Sun City Main Repairs 5,654

236406.675000.2135 Sun City West Main Repairs 195

230105.101099 Utility Plant 272,822,609

230105.101099 Utility Plant CBSC Assets 19,974

230105.105110.1 CZN X CwiP ) 6,110,694

230105.108105 Accumutated Depreciation 55,775,969

230105.108105 Accumulated Depreciation CBSC Assets 9,263 -

230105.183000 Preliminary Survey & Investigation 663,525 R

230105.238010 Customer Deposits 143,867 R

238905.186898.DD230001 s Ground Water Withdraw Fee 418 .

236205.186898.DD230001 s Ground Water Withdraw Fee " 97,658

236205.186898 DDA -Other . 201,088

236205.186898 DDA -Other 497,393

236405.186898.DD230001 s  Ground Water Withdraw Fee- . 48,222

236405.186898 DDA -Other 96,961

236405.186898 DDA -Other 294,013

236105.186898.00230001 s Ground Water Withdraw Fee : - 28,554

236105.186898 DDA -Other . 22,458

236105.186898 DDA -Other 44,971

236105.186898 DDA -Other 2,929,500

230105.186898 DDN Other (regulatory assets) 1,392,615 R

230105.181110 Unamortized Debt Expense - outside 387,690




|
|
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Unamortized Debt Expense - outside 22,990

230105.181110
230105.241998 Other Current Liability - analyzed 1,972,236.00
230105.236151 Accrued Property Taxes 886,624 sch
230105.252120 Advances for Const 23,364,564 sch
230105.2624 11 DCN - Advance Payments and Deposits Other 284,879 sch
230105.840000 Interest Exp Other 30,921
230105.234300 AP Misc. -Net Cash Payable 2,030,554
230105.114100 UPAA** 71,118,430
361,801,197 361,801,197
UPAA DETAIL Initial UPAA
Initial Cash Payment (line 5) 266,618,443
Less: Net Assets Purchased 195,489,291
Initial UPAA 71,129,152
Difference 10,722

CBSC Assets not on Citizen's AZ Balanée sheet
but should be according to the schedule

10,722 Part of Il workpapers

3. RECORD UTILITY PLANT DETAIL

GARY TO RECORD

230105.101099 Utility Plant (incl CBSC Assets) 272,842,583
230105.101000.xxxxxX XXX
230105.101000.xxxxxx XXX
230105.101000.xxxxxx XXX
230105.101000.xxxxxX XXX

4. WRITE-OFF INVENTORY TO EXPENSE (CREDITED EXP WHEN LOADED)

CZN W/O Inventory #4 JE#

230105.575000.16 Misc Oper Exp AG 30,557

230105.153000 Material & Supplies 30,557
5. EXPENSE PREPAID POSTAGE

CZN - w/o prepaids#5 JE# -

230105.575000.16 Misc Expense 896

230105.165500 Prepayments 896
6. EXPENSE PREPAID MOTOR VEHICLE TAXES AND CAP Legal

CZN - w/o prepaids#6 JE#

230105.575000.16 Misc Exp 21,874

230105.165500 Prepayments 2,500

230105.165500 Prepayments 24,374
7. TO WRITE OFF UNBILLED REV.

CZN - w/o unbilled #7 JE#

236105.401120 Aqua Fria Res 120,069

236105.401220 Aqua Fria Comm 29,652

236105.401520 Aqua Fria OPA 24,609

236205.401120 Sun City Water - Res 211,176

236205.401220 Sun City Water - Comm 36,464

236405.401120 Sun City West - Res 107,910

236405.401220 Sun City West - Comm 22,191

237105.401120 Mohave - Res 115,165

237105.401220 Mohave - Comm 32,575

237105.401520 Mohave - OPA 4,601

237305.401120 Havasu Res 17,944

237305.401220 Havasu Comm 5,827

238305.401120 ‘Distco Res 71,303




238305.401220
238905.401120
238905.401220
230105.144000

8. CAPITAL INVOICES PAID BY CITIZENS NEED TASK ORDER NUMBERS

Distco Comm
Tubac Res
Tubac Comm
Unbilled Revenue

NO ENTRY NEEDED
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task-Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order

.~ Task Order

Task Order
Task Order

Need Task Order

Anthem Valve Vaults Task Order 5
Anthem Water Treatment Plant Ph 3
Anthem Solids Handling Facility
Sun City West Reclaim Facilty

Sun Village Well #5

Sun Village Water Plant Mods

Sun Village SCADA

Sun City Grand Water Plant #1.
Anthem Project Mana Phase 4
Anthem Water Campus WTP 4MGD
Anthem Water Campus Tank #2
AT/AF Interconnect

Oakmont Dr. Water Replace
Anthem Remote Vault Float Valve
Anthem Valve Replacement

Sun City West Service Replacements
Sun City Sewer Fio Mir SCADA RTU
Water test Agua Fira

Water Test Sun City

Water Test Anthem

Sun City/Sun City West Grdwtr Svgs
Sun City/Sun City Wst Well Study
Whitestone Water Reclaim Fac
Anthem Finished Water Res.#2

Sun City Grand SCADA

99th & Olive Flow Meter

‘Sun Village Booster Station

Surprise Main Replace

Anthem Phase 2

SUB - TOTAL

Sun Valley Water Treatment Plant
Was on the PA line of Exhibit | should be AZ
TOTAL

9,753

13,783

2,510
825,523

15,366
51,093
344,109
70,913
18,900
11,129
2,240
7,990
76,444
310,975
3,757
1,147
1,965
7.410
5,124
5,916
11,266
88
70
640
3,016
25,415
5,846
47,735
1,560
1,318
3,494
1,620
1,851
1,038,299
19,575 Not On D. Baka's sheets

1057.874
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flccount No. Subl/40# Amount Explanation 2
230205.76071% 607,722.55

2302600E.105150.1 23602601 607,722.55-
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Citizens Business Services Company (CBSC)
Net Book Value of Assets - Banner System & Non Banner ltems
At January 15, 2002

Est. Net
Capitalized Accumulated Book Allocated by State
Category Description . Cost Depreciation Value IHlinois Afizona
Eurniture & fixtures:
5 *  Office furniture 2,497 1,157 1,340 1,340 0
6 Work tables, files & storage cabinets 3,582 1,662 1,920 1,920 0
7 Copier 1,565 728 837 837 0
8 Facsimile machine 2,465 1,141 1,324 1,324 0
9 File server & software - Sun City, Az 19,974 9,253 10,721 - 0 10,721
9 File server & software - Harvey, LA 99,870 46,263 53,607 53,607 0
9 File server & software - Woodridge, IL 79,895 37,011 42,884 42,884 0
10 PCs and software 53,085 24,595 28,490 28,490 0
11 Misc. 2,465 1,141 1,324 1.324 0
12 PC credit services 7,056 3,271 3,785 3,785 0
Total Furniture & Fixtures 272,454 126,222 146,232 135,511 10,721
Data Center implementation:
13 HAVC System (50%) 58,276 27,000 31,276 31,276 0
14 UPS unit 81,342 37,677 43,665 43,665 0
15 Generator 99,337 46,018 53,319 53,319 0
16 Fire suppression system 44,442 20,589 23,853 23,853 0
17 Raised fiooring 10,212 4726 5,486 5,488 0
18 Equipment racks / workstations 33,989 15,748 18,241 18,241 0
19 Telephone / data wiring 22,144 10,256 11,888 11,888 0
Totat Data Center Implementation 348,742 T 162,014 187,728 187,728 0
20 Computer hardware HP 9000 & HP-UX 705,391 326,768 378,623 378,623 0
Mailinig Center Implementation:
28 HVAC system (50%) 36,260 16,797 19,463 18,463 0
29 Ceiling tile 1,514 705 809 809 0
30 Carpet padding 404 184 220 220 0
L3 Canape 3,082 1,425 1,657 1,657 [¢]
Total Mailing Center Implementation 41,260 19,111 22,148 22,148 Q
W32 Automated mailing system 316,328 146,541 169,787 169,787 0
33 Billing printer 202,150 93,647 108,503 108,503 1]
0
34 Postage meter 7,046 3,263 3,783 3,783 Q
Total Allocated Assets 1,894,371 877,566 1,016,805 1,006,084 10,721
Assets Expected to Retain
Banner System 2,956,710 1,369,691 1,587,019
Other Unallocated Assets 138,601 64,194 74,407
Software License cost transferred from LGS 12/00 1,223,780 265,152 958,628
Total Retained Assets . 4,319,091 1,699,037 2,620,054
Total CBSC Assets 6,213,462 2,576,603 3,636,859
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Arizona-American Water Co.
Citizens Acqusition - Phase 3 Costs

As of September 30,2002
2000 2001 2002 Total
Service Company Charges 165,778 235,692 217655 $ 619,125
Intergration Services (Consultants) © 157932 § 157,932
Miscellaneous (data lines, office trailer rental) 1,497 450 $ 1,947
Notices to Customers 375 5407 $ 5,782
167,778 239,564 383445 $ 784,784

FARATES\Arizona Citizens Rate Case\[Phase 3 Acquisition Costs xis}Phase 3




wiveq
nivea
ivEa
YAvYEd
ISOVLVAR
OIINIZEE
1SO¥WLYdR
YHIAIEY
ISOYLYaNW
ISOYIVdn
ISOYLVdN
O1INIZEE

ar
ai
al
at
al
ar
a1
qar
al
at
al

ax

aesp
2980
1980
ESEN
1980

d
ELEN
1980
138
188

d
EEER
1980

x9sM

apo) Acuazan)

« AL/39BpaT _qng

vy -adAL asbpas
00/1€/21 124/3%eq nayy

00/10/10 123/%3eq

T
T0/sz/6

woxg
abeg
ajeq

61" 8LL ST

61°8LL 59T
61°8LL°3991
... sadueteqg JUNEDDY - v e
~ST RE0‘ Y ¥y 918697

10/%0/10 @3eq yo3eg

96°9%0°8 0200€
00/50/21 @3e@ uyaeg

18" b6 '€ 6LEB2
00/90/11 @3eq yoeg

Lz'98L's zz0LT
N 00/L0/0T @3eq yo3eq

zE'2z0'9 8€£SZ
00/90/60 @3eq yoeg

88°.82'21 985¢2
00/€0/80 @3ea yoleg

-S2°8€0' Y 20022
00/90/L0 93eQ yd3Ieg

05 Lb8'¥S €102
00/50/90 ®3eQ YoIEg

16'L06°TT . 08081
00/20/50 ®3eg yseg

157228 69v91
00/20/50 @3eQ yoleg

. LT'Z¥8'SE 69%9T
00/50/v0 ®3eq yoled

6L°962°LT £¥0ST
00/80/€0 ®3BQ Yyd3Ieg

TETTI0'Z (2442
ATp2d ¥qsq ‘236paTans  yoaeg

. o

£ oseud s350) 29BI%W

o &inp

8Bayy

dATIRTIUND
2jeg-03-Ies}
pa3asodup
TR30L 1sBpeT

€LT 892 ETT ' 90THY
sabiey) Auedwo) asyazasg
LT BIT CTT 90THY
g9baey) Auedwo) 2014135
€LT°892'CTT 90THY
ssbaey) Auedwo) ad1alsg
LT BIT ETIT 90THY
sabreyd Auedwo) aoyaiag
€L2'892'CIT 90TH#Y
sabaey) Auedwo) ao0taxag
€LZ 89T ETT ' 90THY
sabaeyd Auedwo) a51AIag
€LT789Z CTT 90THY
sabaey) Auedwoy so1A3ss
€LT 89T ETT 90THY
8abaey) Auedwo) antaisg

©D AI35 00’'Ie SSETOY

ELZ'BIT'CTT 90THY
sabaeyd Auedwo) aoyazag
sa3baey) Auedwop so1Azag

0D ¥DTAIIS 00/ sERTIIY

uoryeueTdxy

JutTag asbpeT unosoy

00/te/2T
00/0€/1T
00/te/01
00/0€/60
00/1€/80
00/1¢/L0
00/0€/90
00/1€/50
00/0€/%0
00/0¢€/%0
00/1€/%0
00/62/20

3jeq

STL09L°050¢E2

sob ar
Sob ae
sov ar
£ 114 ar
S0¥ ar
50 ar
S0 ac
Sov ar
99802 ar
sov ar
a0y are
8090¢C ar

Juswnoog Lg

unodoy

do00z60




d £9°9LT SE6Z5 spnoM ATIsWI0y) STYLNIY QILINA TO/TE/2T 8LeS Ad

. wWIveg a1 1asn 20/01/10 ®3eq yo3eq
4 §5°22L'L09 ¥90%S SIDYVHD WOOYO SNIZILID SSYI03M 10/T€/TT S¥ShZ ap
WIYEd al I9sn Z0/€0/10 938G yo3eq
d 95°0L5'62 85625 sabreyd Auedwo) 2074195 TO/TE/ZT S0¥ ac
¥IVEQ a1 aesp 20/v0/10 33ed yojeg SUSZIITD - LWLV
d (6°952'LT 980€S atqedeq sjunodoy Tetosds 10/1¢/21 $6¢ ar
Y95€00LZL5ET9  @OTOAUT
wivea g1 1ssn T0/92/2T ®3eq U23ed  L2/TT-87/1T *EDIAWES SNIZILID
a - 06°021 v2925 ‘89€9°°08%) 0906Z 80d - LSAMD TO/9Z/ZT 6£LS nd
WIVEQ a1 288 10/¢1/21 ®3eq yojeq QITIVLSNI SINIT §10d
a v0' 0Lz 0TEZS ‘WO00" " 08%) 0906 §Od - 1SAMD TO/¥T/Z1 €695 Ad
wivea gl xasp T0/v1/21 ®3eQ yY23Rg QETIVISNI S3INIT S10d
d 99°522 0T€EZS ‘WO00° " 08%) 09062 80d - L1SAMD TO/PT/ZT 0695 . Ad
T00-bYY8TETZ BDTOAUI
: WIYEQ Q1 Iesn 10/%1/21 @3eq yoied . TYLNIY ¥ATIVEL 3DI440
d €97 92V 0T£ZS SpnoM A1aswI03) STYINAN QILINO TO/¥T/ZT 6895 Ad
wivea di s 10/v0/2T 33e@ yo3ed
a T1°26G5'9¢ 6L21S sabreyd Auedwod 30¥A285 T0/0€/1T SOV ar
90£ZB9Y @270AUY
. wIved QI 19%0 TO/BZ/TT 33eQ y>3eE NIAUYYO 3ISOY M ZOTIT @ IWIMIHG
. d 9£° 06 L1608 (SNIZILID) @VEZ €04 - LSAIMD T0/8Z/TT £95§ ad
££200Z 3010AUT
YiYEQ ql x8sp TO/ST/TT 93eQ 4dIPE 2ZY¥ FSAUNS :(UILSA OHO ONITIIE
d 00°SLE 98505 dIHSNIQOOM TO/ST/TT 105§ Ad
YAVEd dI I8sn T0/90/TT 33eq yd3veg .
d 56°905°8¢b LS96Y saBrey) Auedwod 807AIIS T0/TE/0T 50% ar
wived dr xasn T0/20/1T @3eq yoqed SNDIS SNOI¥IS
d 8099 [ 43734 TTIFGNYD W SAWYL TO/TE/0T 0529% 20
wiYed ar assn 10/%0/0T @3eQ yojed )
d £2°5L5'62 T6LLY sabreyd Auedwod 937AI8S 10/0£/60 SOV ap
¥AVEd QI 19sa 10/90/60 33eq ysjeq
4 9€°0€6 ‘6T vLOSY sabxey) Auedwo) 92TAIBS TO/IE/80 SOF ar
wivda a1 Iassn 10/20/80 33e@ yoleg
d -81'1 T0THd sabrey) Auedwod 957axag TO/1€/L0 SOF i
wived aI 19sp 10/20/80 @3eq yo3eg
d -88°TLY T0THY sebaeyd Auedwod 20vAI8S 10/TE/L0 §0F ar
wivea 41 issn Y0/20/80 ®3ed y>3ed
d 69°SES '€ 0Ty sabaeyd Auedwop 307A195 10/TE/L0 SO0v ar
wivea QI 13sp 10/20/80 »3eQ ydieg
4 26°568 T0THY sabreyd Auedwod a571A185 TO/TE/40 SOV ar
wived a1 xasn 10/50/t0 @3v@ yojeq
d 60°609 [32%47 sobxeyd Auwdwod 997AIS T0/0£/90 SO¥ ar
wived aqI 19sn 10/50/90 @3eq Yoled
d LEvzT 1 z800% sab1eyd Auedwod 9314395 T10/1£/50 S0b ic
I1SOYLVdW QI 298 10/20/50 @3eq yoaeg
d b8 ESE'Q 9808¢ 8362vyD Auedwod 227AISS T0/0€/50 SOV 20
’ ' VI¥8d a1 issp T0/%0/¥0 23 yo3ed LT 89T CTT SOTHY
a 10°2€L°¢L 6629¢ sobzeyp Auedwod 90TAISS 10/16/€0 GOV ar
wivegad dI 19sn 10/90/€0 33eqd yoleqg €42°897 CTT 90THY
4 9L°00b'8 LESWE sabieyy Auedwod 921TAIBS 10/82/20 SO0% ar
wivga a1 a@sn T0/L0/20 ®3eq yd3eE £LT°892 ETT 90THY
4 $582¢ sabreyd Auedwod 90¥AISS T0/TE/T0 SOV ar
*23bpatqns yo3eg uotaeuedxy a3eq Juaunl0og Lg

2poD Asusiin)
+ AL/1eBpa7 gng
. vy adAL xsbpaq £ @seyd s3so) aabiasy STLOSL 0G0E2 Junedoy
. 10/1€/21 28d/93eq nayy
10/10/10 33d4/93eQ woid
1 - abeg
: z0/s2/6 - ®93eq uTxd 125ps7 unoosy da00z60

U S5 Yt T m SN, ) S5 G SN g am e, Sm Wy W g



Z00-¥PbeT6T1C aDTOAUY
wivga qI assn

apop Adusian)

« AL/38BpeT qng

vy 2dAL x96pan
T0/T€/21 393/91eQ nayyr
10/10/70 324/93eQ WOXs
abeg
ajeq

4
z0/st/6

L9 S8BT 'SYE satyeTNUND

L9682 'S¥8 93eQ-03-IE8%

paisodun

L9°5S8Z°'S¥8 Tex0l 136pa

--=-- §30uereg JUAODDY - ---
-90° €LY €L°85L°S¥8

e €0/£0/10 33eq yd3eq ¥ATIVYL 301440 L1d 9T *IN3Y
ER1-EE IT93d *a@Bpetrgns yo3eq uotieueTdxy ERY-1ef wmw&wmwm Mm
€ ®5eyg §380) 33BasN STLO9L 0G0EL unonay
JUTa3d xa6paT Funoody do0zen

o = = wm = uy




Te tL9'08¢E aatjernund

TE TL908E 83eQ-03-JE3%
pa3sodun
TE°TLY08€ Tejol xabpaq
- gadueTeyg AUNODOY ——--
TETLY'08E
MENVWAL QI I23n Z0/L1/60 @3eQ yoaeq
d T0'EEE’LTL £506912 € 8seyd suazIITD SSYOSY Z0/0€/60 21CL 3r
MENYHAL QI 3380 TO/0T/90 33eq yojeg
a 161528 TOTYEVT s9suddxd £8P0y Z0/T€/S0 SCEL ar
MANYWAL QI 138 20/0T/90 33eq ys3eq
d 09°669°6%T T0TPELT soguadxs 88RTO9Y 20/1€/50 $E€2 ap
TOCOOMMYD 2@dTOAUT
3D44YHDS a1 23S0 ZO/T0/€0 33°A uydleg  OD ¥ILYM NYDINIWY YINNOAITYD
a 16°L68°2 STP6T9  ENHOT ¥IT0L) DNISIINIAQY ¥ T L Z0/82/Z0 v598900v Ad
TO200MMYD  SDTOAUL
3D44YHOS QI esn ZO/T0/€0 33ed UPIeg; OD MILYM NVDINIAWY VINNOSITVD
4 82°605°'T STPET9 - ANHOT IITAL) ONISILNAAQY ¥ T £ 20/8Z/20 S$98500% Ad
q 3IpPaID aTqeq * #oM/TANS  yd3eg uoyjeueTdxa ®3eg  JuswnD0Q 1d

3pel Aouaxin)
x» AL/x9Bpa7 qng
vv odAL xabpa € oseyd 931s0) asbaap STLO9L S0T0E2 Junoaay
T0/1E/21 18d/93eQ nayl
© ZO/T0/10 x33/9leq woly
1 - ebeg
z0/s2/6 - @jeq uyag 1sbpe1 Juncody d0o0z60

- == g lo'J:"l‘-o' am o mp = g




1L058n0¥ @l assn
d
1LoSsn¥ I 219sn
d

apoy Louazxny

+ AL/39BpaT qng

vy -adAy asbpan
Z0/TE/21 x2d/33eg nayl
TO/10/T0 39d/93eQ WOI3
1 - abeg
20/582/6 - ®3eqQ

1tpead

69°1Z¢
69°1Z¢

69°1Z¢
Junodoy

sIdvuereqg

20/50/€0 33eq yoaeg
000599

20/90/20 23ea ys3eg
z988LY

udleg

3T9sa © o HOM/T9nS

€ @seyd 83s0D I9basy

dATIRTIWND
3jeQg-03-3es)
pajgsodun
1e30l asbpat

1719 smme pPIOd3I 20/82/20
TTTq 8Mme PI0391 70/1E/T0

sicosesozote

Jurxd 136pa1 Junossy

99 ar

99

auawnd0g LA

ar

3unodoy

300260

Gy NS g En pm SN . SE G SN OF SN PN SN GD SN, G5 Gy S8 g




SYPZHQ  @2r0AUT

daWzi81q QI assn

d

9vvZ¥Q @0TO0AUL

daWzlila ar aesn

4

LPPZ¥Q  IDTOAUL

R dQWZ13I1q QI 19sn

" 4
d

apa) Adusiand

« AL/336p37 qng

yv ' 3dAl 1abpan
Z0/1€/21 19d/°3eq niyl
20/10/T0 223/%3eQ WOy
1 - abed
zo/sz/6 - 33eq

E}-CERY

00°0SY

0005y
00° 0S¥
-«-- Ssduprreg AUNO2dY ----
00°0SY
T0/52T/10 33eq yo3eg
00° 08T 96664¢€
20/$2/10 @3eq yojeg
00 0st 9666LE
T0/ST/10 @3eq yodjeg
00°0ST 9666LE
3193Q © #om/1qnsg yodleg

£ oseyd 380D 136I9N

sATIRTIWND

. 93eQ-03-X00L
paasodun

1e30), 39b6pan

TIIM AYIAODIY 40 FINVAZANOD
82xn0s3y 193eM 3O 3dsg euocziay

STIIM A¥FAQDEY 40 BONYAZANOD
@danosay I93eM 3o adag eUOZTaY

STTIM XYIAQIIY 40 FONVAZANOD
301n083Y I83eM JO deQ eUOZTIY

uotjeueTdxy

UII 136p31 3UN0SOY

zo/sz/10

zo/sz/t0

zo/se/t0

a3eq

STLO9L S0ToET

989¢Y00Y

P89EV00Y

1L9Ev00%

auswnaog

unoaoy

d00z60

-y o5 gs == e lo,,l - = ap o 1'.' o s mpy =8 g




=Y
e

000'STL S 03 umod punoy
€0 'T TEE'T - $ 000°0£€ S 0Sz'TS $  LLO'ZVE $ sTe30L
€07 %44 LTE'ETL 000°0¢€ T15'9¢
LT 91 918 ‘9G69 000'S 00% 4 Butaaon :,wao puaije pue 103 uotaexedsad
2% 9TV '6%9 00001 suotadsoxs 3o uotjexedsad
L1 9Ty '6€9 000°S 19pa0 pasodoig 3o sTsATeuUY
[4°) 0% 91v ' ¥€9 000°ST 000’9 sjatag
9LT €€s 9TV '€ET9 000°08 000’ST 00008 sAep (9) XTs 3e psjewrise 'DUTIesH
- - 9Th'8EY 082’11 ButaesH 03 uoTieredsid
vE 99T'LZY 000°0T S9TITATIOV SNOSUBTIIISIW T SJUIIIFUCD putaesy-oxd
ZS £ET 997 LT1F 000 ‘ ST 000 ‘0z sa1npayos 3 Auowtlsal zoputofey oxedaxd
vE 08 997 4 Z8¢ 000 ~OH 000 : Z1 - XING 8§,ICUBAIIIUI PUR FIBIAS DOV MBTASY
€071 £ee 99T ’'09¢ 000 ‘0¢ 000 'S¢t satnpeuds 3 Auowjasel Te3angsy 9aedeig
ve 00t 991'66¢ 000°0T 000'ST
99T'0LT Auowtassl pue S9[NPaYdg 8sed 83y 3IV31IQ I0UBAXDIUT ¥ FIBIAS DOV MDTAY
69 002 991°0LT 00002 000'0€ sasonbeoy ejeq o3 soT1daY
v 991’022 000°0T xoputofey % Te3aNgay ‘3091T@ JO uotaonpoadsy
9LZ 991012 000°08 S uotaeo11ddy aaedsad ‘Aucwtiass] pue saINpayds BUTTTY 930y MBTARY
- oLT 99T'0€T 000°'sZ $ Qo8 ’€T 700z Iocquaidss poleUIISH
- 185 99€18 59¢’18 asnbny
- Sy %5 °'6S LyL'TTT S S380D vaﬂAMuﬂQmu %Hﬁb
N@H mmm 0 mH 35¥D 83eX 103 ¥qesn AHV mcjh
85 SL0°8 03 ®3Ep SUBZTITD (1) Aen
¥ 89L ‘g 21qeu? 03 PaIINduY A.: H..nHQ4
86 ¥01 'g 2I9M 83500 asdYL A.: yoIxen
Sg S€9'L ‘poaezyreitded (1) *gad
89 v¥S'6 °q 03 exe () zo-uep
€2 18T ‘e m sasuadxa asaYL :..v T00Z "P8Q
SaINoH SANOH EERFEIEEE CEEREREE 00°06¢ 3 dsy7 seuoyy Tey 3388 A1ANOH
po3IeWTIASHE PejRWIISE I gosuadxy Breid gabxeun 35%5 53%Y Jo uoijexedsid
x® Tenioy ¥ Ten3ovy TEN23DY aIoweuusy ATUIUORW
Brexd ¥ essexnoyg Ted0l ¥do esseanog
I0WERUUD] ¥ UBWOZOYN vdo uewozo)

osuedxyg ose) 93BY
uedtaIoWY / BUOZTAY

oy & g am gm W

T SN UGS G G SN G OGN OGN Gn Wy W g




STEPHENSON DIR. EXH. 5




-
i

1 1 Arizona American - Management Fees Allocations
i Line
' No.
1 Annual Management Fee $ 5,153,711
! 2
‘ 3 4 Factor
‘ 4 Formula Management Fee
‘ 5 Location Factor Allocation
‘ 6
[ 7 Mohave Water, Havasu Water 0.1157 § 596,284
8 Mohave Sewer 0.0070 : 36,076
‘ 9 Sun City Water ’ 0.1797 926,122
‘ i 10 Sun City Sewer 0.1014 522,586
‘ o 1" Sun City West Water . 0.1001 515,886
| ; 12 - Sun City West WasteWater 0.1072 552,478
: : i 13 Agua Fria, CWS, CWR Water 0.2300 1,185,353
| 14 CWS, CWR Sewer 0.0558 287,577
‘ 15 Tubac Valley 0.0075 38,653
| 16 -
| 17
; 18 TOTAL CUSTOMER COUNT 0.9044 § 4,661,016
\ - 19
‘ { 20
‘ . 21
|
f ! Arizona American - Management Fees Allocations
‘ l | Line
No.
| 1 1 Annual Management Fee $ 5153711
| i 2 )
| i 3 4 Factor
: ; 4 Formula Management Fee
‘ \} 5 Location Factor Aliocation
{ 6
‘ |
' ‘ 7 Mohave Water 0.1011 § 521,040
: 8 Havasu Water i 0.0146 75,244
@ 9 Mohave Sewer 0.0070 36,076
’ 10 Sun City Water 0.1797 926,122
‘ 1 Sun City Sewer 0.1014 522,586
12 Sun City West Water ; 0.1001 515,886
| ; 13 Sun City West WasteWater 0.1072 552,478
‘ | 14 Agua Fria 0.1384 713,274
‘ \ 15 CWSICWR Water 0.0916 472,080
1 16 -
‘ | 17 CWSJ/CWR Sewer 0.0558 287,577
18 -
‘ ' »‘ 19 Tubac Valley 0.0075 38,653
‘ | 20
| ; 21
22 TOTAL CUSTOMER COUNT 0.9044 $ 4,661,016
‘ ‘ 23
24
: 25
i
1




0LT'6VT'S gt

4 '
89€°00¥ 6
716'992 9
565'899'} zr
£58'rhy o
99L'1 1L ) 9
98¥'EEl ¢
126'88 z
e v
082299 s
Sor'ey v
99€°00¥ 6
o el
z - - g 955
- % 86 - 969 Wiz
29 9Ty
8 st
9t 155
18 - €8 802’
z . - v t
or - - g b
z61 169'%4
- - iy - 158 sz6'rl
ghy 969'02
' €2 ih . 1L 91z
¥ ! vy - 9v2 Lzel
6l 9 56 662 0se'p

Y YD L2F)

RS
NN AR AR

N
N

noy puesy

Junog (g8ez) oseqny

wnod {595Z) eisem isepm Ao ung
WNoY (recz) isem &40 ung

winoj (z9¢zZ) Aug ung
' N0 (20£Z) Aollep osipesey

wnod (1452) eaeyol

unoy (eL¢Z) nseey

wnod (yeezjieiem eisem oojsiq

wnog (e8ez) onisig

wnog {1ogz) eiesodion

wnod (8¢T) Aees oA

wnod (192} eyd enby

€TG'PLL e10} 32uD

. JoYEMBISE NSEARH
we Jajep nseaey
Jad JIJEANDISEAA UOSUIOS
£29'el 13lBM aABYOW
ssv 18jepp JBGN L
' 8210 IAeD
£ Joepp esuding
- uehesny,
£65'e J9jeAARISBAA 091810
L0E'E oo ooisic
L J9)jepmaisep odjealt
jad JI31BAA OD)BBI ),
Gag v J81eMBISEM 1S9M AID ung
£oegl J3)eM 158\ AYO ung
e Jormersem Ao ung
ssoz JajepM Ao ung
seg'el J3JEM - Bl enBy
N , IOIEMBISEA SUOISINUM

- JIIEAA QUOISIUUM
699'y Kajiep esipeied

oL owY IVIS 30T 53 ,

SIoweEhS

e i SIDWOISND 1BI0L
8610 J9Mag [Bl0L ZV
seevs e el 7y
Waund SIPWOISHS

VIZGOb . €2622h . 891 0BE. X7
2152 (096"t ] T1e8s)
(1s6'i2)  (189'9)  (1g9'9) (s62'y) (s82'v)
; | I6L'PRET  L€9'WSY  LZ6'96E L28'MLY  BLL'6ZP  6bO'96E  BYE'SIZ  ivbZZ
153 jenluy isesatod A Anc-idy L7 Aop aunp Rew wdy yolew Reniged Aenuep
2002
enpY ]

SIS0 9N, QUQ WOWY SS9 €] 8ulT ggtJad

oss
NONBD  SISOD WLBUQD HOWY SSPRY] e exeqqd Jod
_UOZTHY

€1 aur ggiJed
$934 Juswebeuey

W m e =,

- e as ap e ogm oas,



STEPHENSON DIR. EXH. 6




ARIZONA-AMERICAN WATER COMPANY

FOUR FACTOR ALLOCATION

DISTRICT/CO.

SUN CITY SEWER
DISTRICT/CO.

SUN CITY WEST WASTE WATER
DISTRICT/CO.

MOHAVE (SORENSON)
DISTRICT/CO.

DISTCO/TREATCO SEWER
DISTRICT/CO.

SUN CITY WATER
DISTRICT/CO.

SUN CITY WEST WATER
DISTRICT/CO.

TUBAC VALLEY
DISTRICT/CO.

MOHAVE WATER
DISTRICT/CO.

HAVASU
DISTRICT/CO.

AGUA FRIA
DISTRICT/CO.

DISTCO/TREATCO WATER
DISTRICT/CO.

PARADISE VALLEY
DISTRICT/CO.

ARIZONA TOTAL

PLANT
IN
SERVICE

12,612,288
5.1853%

24,836,561
10.2111%

1,742,120
0.7162%

21,774,316
8.9521%

28,533,245
11.7309%

24,724,945
10.1652%

1,450,789
0.5965%

15,673,103
6.4026%

1,447,094
0.5949%

49,451,561
20.3311%

39,161,570
16.1005%

21,923,699
9.0135%

243,231,291

GENERAL
METERED
CUSTOMERS

21,144
18.4614%

14,889
13.0000%

565
0.4933%

3,600
3.1433%

22,068
19.2681%

15,303

13.3614%

488
0.4261%

13,623
11.8946%

1,232
1.0757%

13,589
11.8649%

3,353
2.9276%

4677
4:0836%

114,631

SALARIES &
WAGES

170,492
2.8744%

656,756
11.0727%

66,444
1.1202%

341,267
5.7537%

1,248,678
21.0523%

494,526
8.3376%

84,319
1.4216%

907,831
15.3057%

184,457
3.1099%

688,562
11.6089%

626,309
10.5594%

461,666
7.7835%

5,931,307

DIRECT O&M
EXPENSES
(EXCLUDE PR)

2,110,347
14.0583%

1,291,160
8.6012%

71,876
0.4788%

673,393
4.4859%

2,973,822
19.8104%

1,226,276
8.1690%

85,010
0.5663%

1,024,583
6.8254%

157,357
1.0482%

1,731,272
11.5330%

1,059,889
7.0605%

2,606,438
17.3630%

15,011,423

4 Factor
Allocation
%

10.14%
10.72%
0.76%
558%
17.97%
10.01%
0.75%
10.11%
1.46%
13.84%
9.16%

9.56%

100.00%
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ARIZONA-AMERICAN WATER COMPANY
2002 General Rate Case Application
Rate Case Expense

Estimated Rate Case E for C. { Rate Case Application:

Consultapts

(see detail) $608,000

Hotel $ 105

Airfare $ 50

Food $ 30

Miscellaneous $ 15

Cost/Day $ 200

AWWS Co, Employees Cost/Day Days #Emps Total $$

Filing $ 200 1 198 200

System Tour $ 200 3 3§ 1,800

Stipulation Meeting $ 200 1 28 400

Hearings $ 200 10 5 § 10,000

Commission Conference  $ 200 2 2§ 800

Public Meetings (1) $ 200 4 2§ 1600

Public Meetings (2) $ 200 4 4§ 3,200

Total 5 18,000

Maijlings, Printings, Supplies & Miscellaneous $80,000
Total Estimated Rate Case Expense $706,000
Amortization Period ( In Years ) 3
Normalized Annual Rate Case Expense $235,333
Recorded Rate Case Expense Per General Ledger
Rate Case Expense Adjustment $235,333

Arizona Rate Case Expense 111320021.xis
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Exhibit A

Estimated Net Asset Adjustment
Arizona Water Property Detall
As of 11/01

Petty Cash
Notes Receivable - . . - -
Accounts Receivable 45,069 787 008 26611 674,508 572,212 54,229 .
Accounts Receivable » Other . . 10417 207 « 3301 - 83817 150533 485,588 - . 1,044,381
Reserve v Daubtiul Accounts (25,168) (1,257 (2,975) - (85) {6.438) (375} (433} {10,992) - - . . (47,723) #1729
Muterisl & Supplies . - - - g . - - - 26,354 - . i - 26,354 26,354
Specinl Deposit - - N M - . - - . - - - . . -
Prepaymeitts 1,000 2415 91,730 - 1,254 99.049 50,998 5.930 . . - . 178 258,127 252,378
Other Curveit Assets . hd - . b - - hd - - b . - : :
Tota} Curfent Assets 444 451 46,227 888,230 297341 27,780 1,601,130 822,835 1234 478,178 511,940 388 . 375 5,047,155 5,043,404
Propenty Plant and Eauipawnt 24,069,880 1,977,535 39,037,505 17,299.174 1,963,983 $2,850.104 69,366,422 42,805.257 11416208 . - - 8,213,462 266,999,605 260,786,143
Construction Work in Progresy 837,185 19,312 379,260 797,888 1412832 320279 13,270,295 318324 332 - . e 17,382,188 17,382,168
Accumulated Depreviotion $07.773) 510,030 13,822,745! 6,697 853 4,402,369, 19,271,951 1,994,695) 245,397) . . L (2,426277) (57,443,849 59,017,37"
Nel Fined Asatd 17,389,292 1,486,817 725,594 620 11,389,207 1422284 49,860,567 50,414,750 54,080,857 11,489,213 3332 . - 3787 188 226,038,124 223,150,939
Prelmmaty Survey & luvetigution . - 385,769 - - - 268336 - - . . . . . 4§54 808 : 654 808
(tlyes $ weterred Lchits - - 585,288 - 533 2,921,537 139,437 . 100 . . . . - 3,648,595 3,648,585
Regulutary Assein 234 840 24,788 655,877 4SIT 4598 409,279 217666 . . . . . . 1,392,615 1382818
Unumestized Dbt Expernse . - - - - - B - . . . . . . .
Other Aswets . : . - - : e - . . . . - . -
Total Non-Current 234,640 24,788 1,626,934 145,771 5129 3,030,816 825,639 . 100 . . . - 6,603,815 mhouh_m
19,078,383 8 1557830 § 28109784 $ 14842318 § 1455193 % 54492513 59653224 54204200 $ 11965 489§ 515272 3 3951 § - $ 3790938 $ 237879094 _§ 233 838,158
Accounts Excluded:

Cash . - . . . . - . - . . - - . .
interCompany Receivables (9.831,765) (691,563) 10,223,590 17,790,427 (405,108} (18,008,861} 8,245,593 (32,068,952) (1,999,397) 992,688 (1,357.896) (850,696) (3,874.841) (31,426,5083) (27,551.742)
Clearing Accounts - . - . . - . . - . . . . . .
|investment in Associate Company - . . . - . . . - . . - . . - -
Accounts Payable {59.014) (353} (75.877) {144,389) (39) (54,992} (189,807) {368,679) (36,039) {5.178) . - (17,381) 951,718) {934,557)
Customers' Deposits (106,858} (10,908) {1.579) - (410) (18.059) (1.750) (1,600) {2738) C . . . - (143,093) (143,893)
Incoma Taxes Accrued (weoe72y (50899 (142,492) (319,665) (13,458) (840,837) . (5984 (265,783) 170,738 (260,115) 187,588 - . (2,030,535) (2,030.535)
Other Taxes Accrued (225,880} {17.857) (183,547) 8237 {13087y (289.104) (176,866) {61,898) {20,240) {1.851) - - (ar3) (3.072,778) {1.072.403)
Interest Accrued - . . - - - . - - . - . . . . . -
Other Curront & Accrued Liabiliies . . (11882 (92421 . (308.402) . - - - 422,125 - . - (2874830 {2.874.830)
Subordinate Investment Nole . . . - . . - . B . . B . - . .
Customer Advances fof Construction (4.302,830) (440,351) (2,443,976) (3.468,180) (180,250) {31,85,339) (29,648,102) (19.215.739) {10,582471) . . . . (102.367,248) (102,387,248
Deferred income Taxes ' 4. sV 111,894 (1,794,889) (356,822 19,763 (978,964) (2,162,338) - - - . . - - (4 674,819) (4.874,319)
Regulstory L bility - . - .- .- . . - - . . - . . .
{nvestment Tax Credit (84,565) - (386,710) (179.506) (16.477) {84.638) {1,148,406) . . . . . . (1,910,800) (1.910,600)
Other Deferred Credits - (12320 - - - - - . - . - . - (2320 (12,327)
Contributions in Aid of Construction {2,962,599) {250.451) (1020713 (1.021,182) (135,520 {692,359) (1,040,772) - . . - - - (7,132,603) (7,132,803)
Equity (699,537) (196,222) (322711913 22,128,098} (710,402) (1.220,970) (25,534.832) {2.223,449) 604,858 {818,089} 1,468,187 650,898 101,439 {83,281,362) (83,382,801}
11.31 01 clasing stmi ¥1, . . 114702,

AZ Prop . ! , ’ 1104 AM
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INTRODUCTION
PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is Robert J. Kuta, and my business address is 19820 N. 7™ Street, Suite
201, Phoenix, Arizona, 85024.

BY WHOM ARE YOU EMPLOYED?

By Arizona-American Water Company (“Arizona-American” or “Company”). I
am the Manager. Previously, I held the position of Director with Citizens Water
Resources before Arizona-American acquired all of the water and wastewater
assets of Citizens Communications Company (“Citizens”) earlier this year. I
started with Citizens in 1998.

WHAT ARE YOUR RESPONSIBILITIES AS MANAGER OF ARIZONA-
AMERICAN?

I am responsible for managing all aspects of Arizona-American’s day to day water
and wastewater operations including administration, production, field services,
customer service and water quality business units serving approximately 115,000
customers in Mohave, Maricopa and Santa Cruz Counties.

WHAT WERE YOUR RESPONSIBILITIES AS DIRECTOR WITH
CITIZENS?

I was responsible for development of strategic planning and long-range goals,
performed tactical functions including budget preparation, resource allocation and
development, implementation and review of key operational activities for
nationwide operations serving a population of 700,000. I also provided oversight
and direction to internal and retained legal services in connection with the

resolution of material litigation matters. I was also responsible for coordination of

closing efforts for Arizona operations during acquisition by Arizona-American.
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WHAT WAS YOUR WORK HISTORY BEFORE JOINING CITIZENS
AND THEN ARIZONA-AMERICAN?

I served as a Water Operations Manager for Chaparral City Water
Company/Spring Creek Ultilities Company, and was an engineer with Litchfield
Park Service Company. 1 also worked as a hydrogeologist with various
companies, and was a hydrologist with the Arizona Department of Environmental
Quality.

PLEASE BRIEFLY DESCRIBE YOUR EDUCATIONAL BACKGROUND.

I graduated from Central Michigan University in 1986 with a Bachelor of Science
Degree — Limnology Concentration. 1 also hold a Master of Business
Administration from the University of Phoenix, and hold a Certified Operator
licenses from the State of Arizona in Distribution, Collection and Water and
Wastewater Treatment. Finally, I have nearly completed Graduate Studies for a

Hydrology/Civil Engineering Degree at Arizona State University.

OVERVIEW OF SUN CITY WEST WATER DISTRICT AND THE SUN
CITY WEST WASTEWATER DISTRICT

IN YOUR CAPACITY AS MANAGER, IS IT FAIR TO SAY YOU ARE
FAMILIAR WITH ALL OF ARIZONA-AMERICAN’S WATER AND
WASTEWATER OPERATIONS IN ARIZONA?

Yes, and this goes to the principal purpose of my testimony in connection with the
Company’s rate filing. In each of the five applications, I will provide a brief
overview of the applicable water and wastewater districts,' including location,
customer base, operations and other significant features. I will also provide

testimony about current staffing levels, Arizona-American’s new offices; and

' As explained in the Direct Testimony of David P. Stephenson, the terms “district” and
“system” are used in their general sense to denote tariffed areas. For purposes of the
Company’s rate filing they are essentially synonymous.




W

O 0 N1 N W bW N

NN NN N N N = e e e e e e jemd e e
AN W R WV = OO 0NN N Dl W N e O

relevant water supply and wastewater treatment issues. In this application, I will
address the rate application for the Sun City West water and wastewater districts.
WERE THE SUN CITY WEST DISTRICTS PART OF THE CITIZENS’
ACQUISITION?

Yes, along with several other water and wastewater systems located in growth
corridors, primarily in high growth Maricopa and Mohave Counties. Overall, the
assets Arizona-American acquired from Citizens provide water (potable, non-
potable, and reclaimed), wastewater (sewer collection, treatment and recharge),
and water and wastewater operation and maintenance services.

As explained in the Direct Testimony of David P. Stephenson, the Company
is filing five applications seeking rate increases for several of the systems Arizona-
American recently acquired from Citizens. Specifically, the systems covered by
these five applications include the Sun City water and wastewater districts
(Application No. 1); Sun City West water and wastewater districts (Application
No. 2); the Mohave water district and the Havasu water district (Application No.
3); Agua Fria water district, Anthem water district and the Anthem/Agua Fria
wastewater district (Application No. 4); and the Tubac water district (Application
No. 5). For convenience, I will sometimes refer to fhe five applications
collectively as the Company’s rate filing.

WOULD YOU PLEASE PROVIDE AN OVERVIEW OF THE SUN CITY
WEST WATER AND WASTEWATER DISTRICTS.

Yes. The Sun City West water district is located in the northwestern portion of the
Phoenix metropolitan area, and west of Sun City, in Maricopa County, Arizona,
and generally serves the Sun City West development. This area is within the

Phoenix Active Management Area. At the present time, this system has over

15,000 customers.
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WHEN WAS SERVICE FIRST PROVIDED IN THE SUN CITY WEST
WATER DISTRICT?

The system was originally granted a certificate of public convenience and
necessity in 1978 in connection with the development of Sun City West by the Del
Webb Corporation. The certificated area is substantially built-out, with only minor
in-fill growth occurring.

WHEN WERE THE PRESENT RATES FOR THE SUN CITY WEST
WATER DISTRICT ESTABLISHED?

In the last rate proceeding for this system, the Commission authorized a decrease
in revenues of 6.8 percent. Decision No. 60172 (May 7, 1997). In that
proceeding, the test year was the 12-month period ending March 31, 1995.
Previously, in Decision No. 55488 (March 19, 1987), the Sun City West water and
wastewater districts received a combined decrease in revenues of 23.4 percent. It
does not appear that this water system has ever received a rate increase since the
initial order granting the certificate.

PLEASE DESCRIBE THE WATER RESOURCES ASSOCIATED WITH
THE SUN CITY WEST WATER DISTRICT?

The Sun City West area is located in the Phoenix Active Management Area. At
present, the primary source of supply for Sun City West water customers is
groundwater withdrawn from wells within the CC&N and recovered Central
Arizona Project (“CAP”) water. Arizona-American acquired, as part of the
Citizens’ acquisition, contracts for the delivery of CAP water formerly held by
Citizens and its subsidiaries. At present, Arizona-American takes delivery of and
uses the full 2,372 acre-feet of CAP water allotted to Sun City West each year.
The CAP water is delivered to the Maricopa Water District (“MWD”)

Groundwater Savings Facility and legally recovered from Arizona-American’s
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wells in Sun City West.

Proceedings have been taking place before the Commission relating to the
manner in which CAP water would be used in Sun City and Sun City West.
Arizona-American has requested approval to implement a groundwater savings
project to allow direct use of CAP water in the Sun Cities. Under this plan, which
was developed by customer groups in Sun City and Sun City West, a pipeline
would be constructed to deliver untreated CAP water to local golf courses and a
corresponding quantity of groundwater pumping would be discontinued.

DOES THE SUN CITY WEST WASTEWATER DISTRICT SERVE THE
SAME CUSTOMERS AS THE SUN CITY WEST WATER DISTRICT?
Generally, these two districts serve the same geographic area and have
approximately the same number of customers. In fact, the original certificate of
public convenience and necessity for the Sun City wastewater district was granted
in 1978, in conjunction with the water system’s certificate.

WHEN WERE THE PRESENT RATES FOR THE SUN CITY WEST
WASTEWATER DISTRICT ESTABLISHED?

The most recent rate decision for the Sun City West wastewater district was
Decision No. 60172 (May 7, 1997). At that time, the system was granted an
increase in revenues of 35.3 percent, based on a test year ended March 31, 1995.
In its prior rate case, the Commission ordered a combined decrease in revenues for
both the Sun City West water and wastewater districts of 23.4 percent. Decision
No. 55488 (March 19, 1987).

POST-ACQUISITION CHANGES BY ARIZONA-AMERICAN

HAVE THERE BEEN OPERATIONAL, ADMINISTRATIVE OR OTHER
CHANGES SINCE ARIZONA-AMERICAN COMPLETED THE
ACQUISITION OF THE CITIZENS’ ASSETS?
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Since January 2002, when the acquisition was completed, Arizona-American has
made a number of operational and administrative changes, including, most notably,
consolidation and relocation of offices in Maricopa and Mohave counties and
changes in staffing levels.

WOULD YOU PLEASE DESCRIBE THE CHANGES IN OFFICE
LOCATIONS FOR ARIZONA-AMERICAN STAFF THAT HAVE BEEN
IMPLEMENTED?

Certainly. The Company recently purchased and remolded a building to house its
Mohave County Operations staff and leased a portion of a building to house its
Corporate Management, Water Quality, Engineering and Arizona based American
Water Works Service Company personnel located in Maricopa County. The vast
majority of Arizona-American’s management, administrative and operations staff
are located in the Maricopa County and Mohave County office locations.

WHAT NECESSITATED THE OFFICE CHANGES IN MARICOPA
COUNTY?

Two factors required Arizona-American to lease space in Maricopa County. First,
Arizona-American’s five-year lease in the City of Surprise City Hall Complex
currently occupied by its Engineering staff has expired. The City needs space for
its own growing staff and will not renew the lease. Second, the Company owned
building in Sun City is overcrowded, cannot be expanded and cannot
accommodate planned growth in staffing.

WHAT WILL HAPPEN TO THE SUN CITY BUILDING?

The Sun City building will continue to house the Operations staff serving western
Maricopa County, including Sun City West. Additionally, Customer Service
personnel will continue to be housed at this location and it will continue to be used

as a customer service and bill payment location for our customers.
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HOW HAVE THE COSTS ASSOCIATED WITH THESE OFFICES BEEN
TREATED IN THIS CASE?

As more fully explained in the Direct Testimony of Thomas J. Bourassa, the
capital costs have been included as an adjustment to test year plant in service.
Likewise the rent for the leased space has been included as an adjustment to test
year expenses.

YOU ALSO MENTIONED CHANGES IN STAFFING. PLEASE
DESCRIBE THOSE CHANGES.

At the outset, it must be recognized that the current Arizona-American workforce
truly represents a new organization, not simply a combination of the former
Arizona-American and former Citizens’ workforces. Arizona-American’s current
staff consists of 131.5 authorized associates for year-end 2002. In aggregate, this
is an increase of 10 full-time positions over the three-year period since Arizona-
American agreed to purchase the Citizens assets in October of 1999.

WHY WERE THESE INCREASES IN AUTHORIZED POSITIONS
NECESSARY DURING THE INTERVENING THREE YEARS?

There were a number of reasons for these increases in staffing but the primary
reasons are customer growth and regulatory needs.

HOW HAVE GROWTH AND REGULATORY NEEDS WARRANTED AN
INCREASE IN STAFFING?

Since 1999, the total number of customers served by the districts acquired by
Arizona-American has increased by over 16,000 units or approximately 13%. As
for regulatory needs, environmental regulations related to water and wastewater
utility service continue to become more stringent as is evidenced by the recently
adopted arsenic standards. Staffing levels in our Water Quality and Water

Resource support groups must respond to these increased regulatory demands.
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CAN YOU IDENTIFY ANY OTHER FACTORS THAT HAVE AFFECTED
STAFFING?

Yes. To begin with, the assets acquired from Citizens were being operated with
insufficient staffing. I guess this should not be surprising. Citizens was not
earning its authorized rate of return and had made the decision some time ago to
sell all of its water and wastewater assets in Arizona. Hiring new personnel was
not a top priority. Moreover, in 1999 Citizens operated its Mohave County and
Maricopa County operations as completely separate entities and, of course,
Arizona-American’s Paradise Valley operation was operated as a standalone entity.
Substantial reorganization was required to merge these three separate operations
into a single combined operation.

HOW HAVE THESE TWO FACTORS IMPACTED REQUIRED
STAFFING LEVELS?

Citizens’ understaffing of operations has caused the Company to increase the
number of associates required to serve our customers. We expect that trend to
continue for several years as Arizona-American continues its efforts to adequately
staff its operations. Combining the three formally separate operations into one has
had the opposite effect. Fortunately, the gained efficiency of the combined
operation has significantly offset hiring needs designed to reverse the impacts of
Citizens’ historic understaffing.

HOW WERE THESE THREE OPERATIONS CENTERS COMBINED
INTO A SINGLE OPERATING ENTITY?

The reorganization was a two-step process. First, prior to completing the Citizens’
Acquisition, Arizona-American evaluated the organizations and eliminated several
positions that would be unnecessary in a combined operation. Additionally, during

this period, new positions were authorized as needed to meet growth and
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regulatory demands as well as customer needs. Finally, since the closing in
January 2002, we have continued to reorganize the workforce to maximize the
effectiveness and efficiency of the combined organization.

Q. HOW EXTENSIVE WERE THESE POSITION ELIMINATIONS AND
OTHER REORGANIZATIONS?

A.  They were very extensive. In the two plus years before the acquisition was
completed, 15 full-time positions were targeted for elimination on or prior to the
close, 23 full-time and 1 part-time positions were authorized, and one part-time
associate was moved to full-time. This represents a net increase of 9 positions.
Since the closing, 6 additional full-time positions have been eliminated and 7 full-
time positions have been added for a net increase of 1 position. Thus, the net
increase over the total three-year period has been 10 positions.

Q. DOES THE COMPANY’S RATE FILING TAKE INTO ACCOUNT THESE
STAFFING CHANGES AND OPERATIONAL REORGANIZATIONS?

A. Yes. Appropriate adjustments for known and measurable changes to associate
salaries and related expenses have been made as more fully explained in the Direct
Testimony of Thomas J. Bourassa.

Q. DOES THIS CONCLUDE YOUR TESTIMONY?

A.  Yesitdoes.

1354066.4
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INTRODUCTION
PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is Blaine Akine. My business address is 12425 W. Bell Road, Surprise,
Arizona, 85374.

BY WHOM ARE YOU EMPLOYED?

I am employed by Arizona-American Water Company (“Arizona-American” or
“Company™).

PLEASE DESCRIBE YOUR CURRENT POSITION WITH ARIZONA-
AMERICAN.

I serve as the Engineering Director for the State of Arizona. My current duties and
responsibilities include the oversight and management of all engineering design,
construction and developer activities for the Company’s Arizona Operations.
WHAT WAS YOUR WORK HISTORY BEFORE JOINING ARIZONA-
AMERICAN?

Prior to my employment with Arizona-American, I was employed by Citizens
Water Resources Division (“Citizens™). I have over 16 years of experience in the
engineering and utility business.

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND.

I received a Bachelor of Science degree in Civil Engineering from the University
of Hawaii in 1984, and a Masters of Business Administration degree from Arizona
State University in 1992. |

HAVE YOU PREVIOUSLY TESTIFIED BEFORE ANY REGULATORY
BODIES?

Yes. I testified before the Arizona Corporation Commission (“Commission”) on a
Citizens’ request to expand its Certificate of Convenience and Necessity

(“CC&N”) for one of its system located in Maricopa, Arizona.

-1-
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WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THOS
PROCEEDING?

The purpose of my testimony is to provide a summary of certain plant additions
and other capital improvements that have or will be completed for the water and
wastewater districts in Sun City West during calendar year 2002. The Company
proposes to include these post test-year plant additions in its rate base for
ratemaking purposes in this proceeding. A description of the two types of plant
additions (general maintenance and specific projects), is provided in Akine Dir.
Exh. 1, attached hereto. In that Exhibit, I provide a general description of
“blanket” type plant additions or capital improvements that were needed to upgrade
or replace aging infrastructure, increase security and/or improve general water or
wastewater operations in the service territory. I also provide a short description of

each specific project and the basis for the total expenditure.

DESCRIPTION OF COMPANY-FUNDED CONSTRUCTION AND
BUDGETING PROCESS

WHAT PROCEDURE DOES THE COMPANY UTILIZE TO IDENTIFY A
COMPANY-FUNDED CONSTRUCTION PROJECT?

The Company goes through a yearly budgeting process where all proposed
construction projects are identified. The Company then extensively evaluates these
projects prior to ultimately selecting the capital Company-funded capital projects to
include in the capital plan.

WHO DETERMINES HOW MUCH MONEY WILL BE SPENT ON
COMPANY-FUNDED PROJECTS?

The budgeting process for capital projects requires that detailed estimates be
developed for each approved project. The project dollars are then reviewed and

approved by management prior to inclusion in the capital plan.
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DESCRIPTION OF COMPANY-FUNDED PLANT ADDITIONS FOR
PROPOSED INCLUSIONS IN AND ADJUSTMENT TO RATE BASE

WOULD YOU PLEASE SUMMARIZE THE COMPANY-FUNDED PLANT
ADDITIONS FOR THE DISTRICTS THAT ARE THE SUBJECT OF THIS
APPLICATION?

The Company-funded plant additions for the Sun City West water and wastewater
districts that are the subject of this application are all revenue neutral projects that
will be completed by the end of calendar year 2002. These capital plant additions
will be utilized to serve existing customers within the Sun City West districts.
Capital projects that support new customer growth have not been included in the
Company’s rate filing. The inajority of these revenue neutral plant additions are
for repair and replacement of existing plant facilities. Again, a more detailed
explanation of these system improvements is provided in Akine Dir. Exh. 1,
attached hereto.

WHAT AMOUNT OF COMPANY-FUNDED POST TEST YEAR
CONSTRUCTION DOES ARIZONA-AMERICAN PROPOSE TO
INCLUDE IN RATE BASE.

The total adjustment to rate base is $213,100 for Sun City West wastewater district
and $610,000 for Sun City West water district, as shown on Akine Dir. Exh. 1, as
well as the Company’s Schedule B-2. These projects, which were constructed
during 2002, will be or have been completed and in service by no later than
December 31, 2002.

AND ALL THESE PLANT IMPROVEMENTS ARE REVENUE NEUTRAL?
Yes. As mentioned above, these improvements are being made to serve existing
customers, and not new customers that were added after the end of the test year.

Capital projects that support new customer growth have not been included in this
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application.

WHY IS ARIZONA-AMERICAN PROPOSING A CUT-OFF DATE OF
DECEMBER 31, 2002 FOR POST TEST-YEAR PLANT ADDITIONS?
December 31, 2002, is a reasonable cut-off date based on the timing of the
application and the date on which these plant additions will become operable and
used to provide service to customers. The Commission’s Utilities Division
(“Staff”) will have ample time to inspect the plant and to verify that the plant is
“used and useful,” and to audit the Company’s construction costs before Staff’s
direct filing will be due.

In addition, this cut-off date was selected in order to comply with the
guidelines for post test-year plant additions established in Arizona-American’s
prior rate case. In Decision No. 61831 (July 20, 1999), the Commission ordered
the Company to “limit its adjustments to add post-test year plant to include only
plant that is used and useful and in service within 90 days of the date that the rate
application is deemed sufficient” in future rate cases. Decision No. 61831 at 3-4.
The December 31, 2002, cut-off date is well within the deadline for post test-year
plant additions set by the Commission.

DOES THIS CONCLUDE YOUR TESTIMONY?

Yes it does.
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AKINE DIR. EXH. 1

[ARIZONA-AMERICAN 2002 REVENUE NEUTRAL PROJECTS]

SUN CITY WEST WASTEWATER

A.

Repair and replacement of existing facilities. These projects include such tasks as
line replacement projects, and general plant repair and replacement. These are all
“blanket” projects completed by the Operations Department as necessitated by the
failure of equipment and other items of plant during the course of the year. Total
cost - $63,900.

Arizona Administrative Office. This project consists of a tenant improvement and
furnishing of a leased space to house management, water quality, engineering,
development services and service company personnel. The project was
necessitated by overcrowding in the Sun City office (which cannot be expanded
due to zoning restrictions) and by the expiration of the lease for the Surprise
office that houses our engineering and development services staff. Total
allocation to District — $149,200.

Total for Sun City West Sewer District - $213,100

SUN CITY WEST WATER

A.

Repair and replacement of existing facilities. These projects include such tasks as
line replacement projects, and general plant repair and replacement. These are all
“blanket” projects completed by the Operations Department as necessitated by the
failure of equipment and other items of plant during the course of the year. Total
cost - $180,000.

Well study/well repair project. Due to the age of the well field system this study
with improvements was required to study the existing system and implements

required repairs to keep the overall system operational. Total approximate cost of
$157,400.

A new vehicle was added to the current fleet for use by existing staff. Total cost -
$17,600.

Arizona Administrative Office. This project consists of a tenant improvement and
furnishing of a leased space to house management, water quality, engineering,
development services and service company personnel. The project was
necessitated by overcrowding in the Sun City office (which cannot be expanded



\

due to zoning restrictions) and by the expiration of the lease for the Surprise
office that houses our engineering and development services staff. Total
allocation to District — $156,000.

E. Security Improvements: This project consists of modifications to ground water
storage tanks that will make the tanks less accessible and less vulnerable to
deliberate attempts to contaminate water supplies in accordance with higher
company security standards adopted in response to the September 11, 2001
terrorist attack. Total Cost - $99,000.

Total for Sun City West Water District - $610,000
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A. I 'am Vice President-Finance and Chief Financial Officer of the Western Region of

1

2| L INTRODUCTION

3§ Q. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.
1 4 { A. My name is B. Kent Turner. My business address is 303 H Street, Chula Vista, CA
‘ 5 91910.

6 | Q© BRIEFLY DESCRIBE YOUR POSITIONS WITH THE AMERICAN

7 WATER SYSTEM.

8

9

American Water Works Service Company (“Service Company™). 1 am also Vice

President and Treasurer of Arizona-American Water Company (“Arizona-

s
o

o & -'— =’ =l -* - it =’ = = —“h

American” or “Company”). I have been with the American Water System for three

fan—y
fam—y

years. Prior to assuming my present positions, I was Comptroller of the Western

[E—
[\

Region. The Western Region consists of water and wastewater utilities located in
California, Arizona, Hawaii, New Mexico, and Texas, including Arizona-
American. v

PLEASE BRIEFLY DESCRIBE YOUR EDUCATIONAL BACKGROUND.

p—
A

)
o

I graduated from Lincoln University of Missouri, Jefferson City, Missouri in 1975

3
p

with a Bachelor of Science Degree in Accounting. In addition, I hold a Master of

S
o0

Science Degree in Taxation from Fontbonne College in St. Louis, Missouri. 1

[y
O

became a Certified Public Accountant in 1981 and am licensed to practice in the

N
(=)

State of Missouri.
WHAT WAS YOUR WORK HISTORY BEFORE JOINING THE
AMERICAN WATER SYSTEM?

NN
W N e
)

Prior to my employment with the American Water System I held numerous

)
N
>

positions with the Continental Water Company (CWC) group, which was acquired

N
9}

26 by American Water Works Company in 1999. These positions included Senior

FESSIONAL CORPORATION
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Vice President of Business Affairs of St. Louis County Water Company (SLCWC),
the largest CWC holding; Vice President of Rates and Regulations of SLCWC;
Manager of Corporate Accounting of SLCWC; Controller of Missouri Water
Company, and Accounting Manager of CWC, to name the most significant. In
total, I have 27 years of experience in the utility industry, including three years
with the Missouri Public Service Commission, holding the position of Accounting
Manager of the St. Louis Office at the time I left the Missouri Commission’s
employ.

WHAT ARE YOUR PRIMARY RESPONSIBILITIES IN YOUR PRESENT
POSITIONS?

I am responsible for the direction and oversight of all regulatory, finance,
accounting, and information systems activities within the Western Region as well
as many other administrative functions.

HAVE YOU PREVIOUSLY TESTIFIED BEFORE ANY REGULATORY
AGENCIES?

Yes. I have testified before the Missouri Public Service Commission on numerous
occasions in connection with general rate case proceedings and administrative
procedural matters, and 1 have appeared before a number of other regulatory and
municipal government agencies. Earlier this year, I testified before the Arizona
Corporation Commission (“the Commission”) on a pending matter for Arizona-
American.

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THESE
PROCEEDINGS?

The purpose of my testimony is to provide an overview of the American Water
System and its relationship to Arizona-American. I will also discuss the services

provided by Arizona-American affiliates, including the Service Company, and the




4
i
1 1 benefits that will be derived by Arizona-American and its customers from the
l 2 efficiencies gained through consolidation of such services.
31 1. BACKGROUND ON ARIZONA-AMERICAN AND AMERICAN WATER
" . WORKS COMPANY
51 Q. PLEASE PROVIDE A BRIEF SUMMARY OF ARIZONA-AMERICAN.
' 6 A Arizona-American is an Arizona corporation that was incorporated in 1949. For
.' 7 many years, Arizona-American has provided water utility service in portions of the
8 Town of Paradise Valley, the City of Scottsdale and certain unincorporated
.' 9 portions of Maricopa County. At that time, Arizona-American was known as
| 10 Paradise Valley Water Company. The Company’s name was changed to Arizona-
| ' 11 American Water Company in January 2000.
| 12 Arizona-American’s common stock was purchased by American Water
‘ ‘ l 13 Works Company (“AWW?) in the late 1960s. Since that time, Arizona-American
l 14 has been a wholly-owned subsidiary of AWW and, as I indicated above, has been
15 part of the AWW Western Region. In January 2002, Arizona-American completed
| 1 16 the acquisition of the water and wastewater utility systems and assets of Citizens
: 17 Communications Company in Arizona.
l 18 | Q. PLEASE PROVIDE A BRIEF OVERVIEW OF AWW AND ITS BUSINESS
o 19 ACTIVITIES.
| I 20| A AWW is a Delaware corporation, whose headquarters is located in Voorhees, New
21 Jersey. AWW, through its regulated and unregulated subsidiaries, has a business
O' 22 presence in 28 states and three Canadian provinces. AWW has operating utility
' 23 subsidiaries that provide water and/or wastewater services to more than 12 million
24 people in 23 states, including Arizona-American. In addition, AWW has a number
‘ ‘ 25 of subsidiaries that are engaged in non-regulated business activities, including
‘ 26 American Water Services, whose business focuses on providing contract operating
' b oo Convaeion
1 o 4.
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and management services to municipal, industrial and military clients; American

Water Resources, which offers water and wastewater-related products and services;

the Service Company, which provides various professional services (e.g.,

accounting, administration, engineering, human resources, risk management and

water quality services) at cost, to AWW subsidiaries; and American Water Capital

Corp., which provides debt capital and treasury management services, at cost, to

AWW and its utility subsidiaries.

III. SUMMARY OF SERVICES AND BENEFITS PROVIDED TO ARIZONA-
AMERICAN BY AMERICAN WATER WORKS SERVICE COMPANY

O 00 1 N v b WwWN

PLEASE PROVIDE A BRIEF OVERVIEW OF THE BENEFITS DERIVED
BY ARIZONA-AMERICAN AND ITS CUSTOMERS FROM THE
AMERICAN WATER SYSTEM?

Pt et
—-— O
o

[um—
SN

There are numerous benefits from being part of a major corporation in the United

[y
LN

States today -- financial strength, purchasing power, and strategic direction to name

[y
W

a few. Specifically, however, there are distinct advantages to being part of the

o
AN

American Water System for a water and wastewater operation. As a result of the

[
~

many years and number of locations the American Water System has been in the

k.
[e.2)

water wastewater business, a depth of knowledge as well as strong water resource

[y
\O

management is available 24 hours a day, seven days a week. It is inconceivable

(V]
)

that there is any situation in the water or wastewater business has not been seen,

[\
S

understood and dealt with by members of the American Water System. From day-

N
N

to-day routine operation to complex treatment facility design and construction,

N
W

AWW, through its network of companies, has the talent and resources to deliver

N
i~

the best possible product. It is through the sharing of these resources that AWW

[\
W

can achieve excellence, at a lower cost, in all segments of its operations. It has

26 been a longtime practice of AWW to centralize and share this talent and expertise
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among all of its operations to very economically provide the best possible
resources to every operation within the system. Today the services range from
highly technical project design teams, to extremely cost-effective capital
procurement, to efficient centralized corporate accounting, to name a few.

WHAT IS THE “SHARED SERVICES CENTER” AND WHAT BENEFITS
DOES IT PROVIDE TO ARIZONA-AMERICAN?

Over the past 18 months AWW has been expanding the services it provides to all
of its operations through an initiative referred to as “Shared Services”. The
“Shared Services” projects are nothing more than expansion of the philosophy held
by AWW for many years to provide the highest level of services while achieving
ultimate economies of scale that are available to large organizations, and the
Shared Services Center is one result of these activities. The Shared Services
Center is the operations center resulting from the recent consolidation of all
accounting, treasury, and many financial analysis functions. This consolidation
allows for a consistent accounting platform across the American Water System,
more efficient accounting processes, expanded analytical capabilities, and more
effective financial reporting. All this is accomplished with fewer human resources
and increased technical capabilities, providing an overall better product at less cost
to the ratepayer and the shareholder. It was designed from inception to capture
fully the economies of scale by providing a single service to multiple operations.
This project is still in its infancy and all AWW operations are currently in
transition. However, based upon performance to date, it appears the goals and
purpose are being accomplished effectively and costs will be reduced going
forward.

WHAT IS THE “CUSTOMER CALL CENTER” AND WHAT BENEFITS
DOES IT PROVIDE TO ARIZONA-AMERICAN?




=

O 00 N1 N s WN e

NN N N NN e e e e et e et el e e
nm A W N = O O 00N e W e O

26

FENNEMORE CRAIG
OFESSIONAL CORPORATION
PHOENIX

Running in parallel with the Shared Services Center project, another consolidated
services initiative was also conceived and implemented. This project involves the
consolidation of all customer billing, collection and reporting, and call handling
across the United States. Just two years ago, the American Water System utilized
multiple billing systems as well as multiple call centers across the country to
handle these functions. Mény operations handled these functions with different
software programs and on different platforms. As a result, there was not a great
deal of commonality or consistency between the various customer services centers
across the United States. As is easily seen, the duplication and differences of
systems and human resources all performing essentially the same functions is not
particularly efficient, and lead to the evaluation of consolidation for more efficient
operations and cost benefits. As a result of this evaluation, a national Customer
Call Center was established in Alton, Illinois in 2002 for the purpose of
centralizing the call handling function. At about the same time, efforts began to
migrate the various custome}r billing systems to a common platform, ORCOM, at a
single location in Hershey, Pennsylvania to provide greater efficiency and
consistency within the billing process.

The transition to consolidated customer service and billing is a significant
undertaking and is still ongoing at the present time. Arizona-American, during the
first half of 2002, was cut over to this shared operation and has been undergoing
the normal conversion and transition issues that can be expected during such a
significant undertaking. We have made and will continue to make every effort to
minimize the effects and inconvenience to customers in our efforts to achieve the
goal of more efficient and effective customer service and billing. |
PLEASE DESCRIBE THE OTHER BENEFITS THE SERVICE COMPANY
PROVIDES TO ARIZONA-AMERICAN CUSTOMERS IN THE AREAS OF
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WATER QUALITY TESTING, COMPREHENSIVE PLANNING AND
RESEARCH AND DEVELOPMENT?

The Service Company does and will continue to provide all of the traditional
services provided in the paSt to Arizona-American. The Shared Services Center
and the Customer Service Center are only the two most recent consolidated
services added. The Service Company continues to provide the highest level of
financial, water quality, and capital deployment planning and project management
as it has in the past in the most cost effective manner. In addition, AWW remains
committed to being the leader in research and development in water, wastewater,
and water resource management, all of which is available to Arizona-American, as
it is to all American System companies. All services provided add important value
to Arizona American while achieving consolidated economies of scale making
them extremely cost-effective. Specifically, the Arizona systems recently acquired
from Citizens Communications Company have already begun undergoing AWW’s
comprehensive planning process, providing an effective roadmap for capital
deployment into the future. AWW has found this an extremely effective
management program, which allows regulators, customers, and shareholders a
comprehensive view into the future of the potential capital outlays. In addition, the
highest level of water quality testing, treasury functions, engineering functions, and
financial functions are all provided to Arizona-American at a shared reduced cost,
less than if the same service had to be procured independently.

DOES THAT CONCLUDE YOUR DIRECT TESTIMONY?

Yes it does.

PHX/1356645.1/73244.034




BOURASSA




FENNEMORE CRAIG
Norman D. James

Jay L. Shapiro

3003 N. Central Ave.

Suite 2600

Phoenix, Arizona 85012
Attorneys for Arizona-American
Water Company

U

BEFORE THE ARIZONA CORPORATION COMMISSION

IN THE MATTER OF THE
APPLICATION OF ARIZONA-
AMERICAN WATER COMPANY, AN|DOCKETNO. W-01303A-02-
ARIZONA CORPORATION, FOR A SW-01303A-02-
DETERMINATION OF THE
CURRENT FAIR VALUE OF ITS
UTILITY PLANT AND PROPERTY
AND FOR INCREASES IN ITS RATES
AND CHARGES BASED THEREON
FOR UTILITY SERVICE BY ITS SUN
CITY WEST WATER AND
WASTEWATER DISTRICTS.

O 00 N Y b W

Jud  pead
N =

—
SHW

p— bl et e
0 1 O W

DIRECT TESTIMONY OF
THOMAS J. BOURASSA, CPA

N NN e
N = O O

R N I T T S N G ey

NN
&~ W

25

4

FENNEMORE CRAIG
| A PROFESSIONAL CORPORATION

PHOENIX




N R N W W B AR e Sy .

O 00 N & »n b W N

N N N N N N N e e e e e el e el ek e
AN L AW N = OO 0NN Nl W N = O

II.

III.

TABLE OF CONTENTS
Page
INTRODUCTION AND QUALIFICATIONS.......ccociiiiiiiiiniinteenieeinnesnessesnnens 1
RATE BASE ...ttt neeser e sraessetscseesn s nte s aessasenssesnnsssassnnnessssns 5
INCOME STATEMENT ......ciiiriiitntiencnnrentecitcsnessns s snresns e ess s 11
-




?

‘o ol ok mm w w’ = ek o b

A

wh om ds wm %am wm

O 00 N3 N W bW e

N N N N N N e ot b e i pe e e el e
[, S R I \° I = B Ve B -« I N - N ¥ T~ US R S R =

26

[FENNEMORE CRAIG

PROFESSIONAL CORPORATION
PHOENIX

> 2

INTRODUCTION AND QUALIFICATIONS

'PLEASE STATE YOUR NAME AND ADDRESS.

My name is Thomas J. Bourassa. My business address is 727 W. Maryland Ave.
#12, Phoenix, Arizona 85013.

WHAT IS YOUR PROFESSION AND BACKGROUND?

I am a Certified Public Accountant and am self-employed, providing consulting
services to utility companies as well as general accounting services. I have a B.S.
in Chemistry/Accounting from Northern Arizona University (1980) and an M.B.A.
with an emphasis in Finance from the University of Phoenix (1991).

COULD YOU BRIEFLY SUMMARIZE YOUR PRIOR WORK AND
REGULATORY EXPERIENCE?

Yes. I was employed by High-Tech Institute, Inc., and served as controller and
chief financial officer, prior to becoming a private consultant. Prior to working
for High-Tech Institute I worked as a division controller for the Apollo Group, Inc.
Before joining the Apollo Group I was employed at Kozoman and Kermode,
CPA’s. In that position, I prepared compilations and other write-up work for water
and wastewater utilities, as well as tax returns.

In my private practice, I have brépared and/or assisted in the preparation of
several water and wastewater utility rate applications, including Vail Water
Company, E&T Water Company, Ponderosa Utility Company, Diablo Village
Water Company, New River Utility Company, Far West Water & Sewer, Sedona
Venture Water and Sewer, Bella Vista Water Company, Rio Verde Utilities, Gold
Canyon Sewer Company, Green Valley Water Company, and the Town of Oro
Valley. |
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ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS PROCEEDING?

I am testifying in this proceeding on behalf of Arizona-American Water Company
(“Arizona-American” or “the Company”). Arizona-American is seeking increases
in its rates and charges for utility service for the Sun City West water district and
Sun City West wastewater district, which provide water and sewer service in
Maricopa County, Arizona.

WHAT IS THE PURPOSE OF YOUR DIRECT TESTIMONY?

I will testify in support of the Company’s proposed rates for the Sun City West
districts. My testimony will focus on the revenue requirement for these districts. I
am sponsoring Schedules A through F, which are filed concurrently herewith in
support of this application. [ was responsible for the preparation of these
schedules based on my investigation and review of the relevant books and records
for the Sun City West districts. Ronald L. Kozoman will discuss issues relating to
rate design in his direct testimony and sponsor the Company’s H schedules. In
addition, issues related to the cost of capital and proposed return on rate base are
addressed by David P. Stephenson and Dr. Thomas M. Zepp in their direct
testimonies, which testimonies I have relied on to prepare the Company’s D
schedules.

HOW WILL YOUR TESTIMONY BE ORGANIZED?

My direct testimony is presented in two parts. The first part addresses rate base
issues. The second part addresses income statement issues. I will also testify on
the other schedules required in the standard filing requirement set by the Arizona
Corporation Commission (“Commission”).

WOULD YOU PLEASE SUMMARIZE THE COMPANY’S RATE CASE?
Yes. As explained in the Direct Testimony of David P. Stephenson, the test year

proposed by Arizona-American is December 31, 2001, with pro forma adjustments
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necessary to obtain a normal or realistic relationship between revenues, expenses
and rate base and to take into account known changes resulting from Arizona-
American’s acquisition of Citizens’ water and wastewater assets. A return of 7.75
percent on the Company’s fair value rate base is requested, which, as Dr. Zepp
discusses in his testimony, is approximately equal to the current cost of medium-
grade investment bonds issued by utilities. The increase in revenues needed to
provide that return for the Sun City West water district is approximately
$1,482,000. This represents an increase of approximately 44% over the adjusted
and annualized test year revenues. The increase in revenues needed to provide that
return for the Sun City West wastewater district is approximately $1,966,000. This
represents an increase of approximately 56% over the adjusted and annualized test
year revenues.

WHY IS THE COMPANY FILING FOR RATE INCREASES AT THIS
TIME?

Unfortunately, few of Citizens’ systems received rate increases in the past 10
years, and several systems received rate decreases. The Sun City West districts
prior rate case was based on a test year ended March 31, 1995, which was
approximately 7 years ago. The costs associated with operating the systems and the
additional utility plant added since the last rate case have exceeded the revenues
gained from customer growth and cost savings from more efficient operations.
BEFORE YOU BEGIN YOUR TESTIMONY ON THE RATE BASE AND
INCOME STATEMENT, WOULD YOU PLEASE DESCRIBE THE
SCHEDULES LABELED AS A, E, AND F?

Yes. There are separate A, E, and F schedules for the Sun City West water and
Sun City West wastewater districts. The A-1 Schedule is a summary of the fair

value rate base, adjusted operating income, current rate of return, required rate of
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return, operating income deficiency, and the increase in gross revenue. Revenues
at present and proposed rates and customer classifications are also shown on this
schedule.

The A-2 Schedule is a summary of results of operations for the test year,
prior years, and a projected year at present rates and proposed rates.

Schedule A-3 contains the capital structure for the test year and the two
prior years.

Schedule A-4 contains the plant construction, and plant in service for the
test year and prior years. The projected plant additions are also shown on this
schedule.

Schedule A-5 is the summary of changes in financial position (cash flow)
for the prior two years for the Sun City West districts, the test year at present
rates, and a projected year at present and proposed rates for those systems.

The E Schedules are based on Citizens’ actual operating results, as reported
by Citizens in the annual reports filed with the Commission. The E-1 Schedule
contains the Comparative Balance Sheet data the years 1999, 2000, and 2001.

Schedule E-2, page 1, contains the Income Statement for the years 1999,
2000, and 2001.

Schedule E-3 contains the Statements of Changes in financial position for
the test year and the two prior years.

Schedule E-4 provides the changes in stockholder’s equity.

The E-5 Schedule contains the plant in service at the end of the test year,
and one year prior to the end of the test year.

The E-7 Schedule contains Operating Statistics for the year ended
December 31, 1999, 2000, and 2001. For the Sun City West water district the

operating statistics include to the number of customers, and revenue per customer,
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and pumping power cost per 1,000 gallons of water sold. For the Sun City West
wastewater district the operating statistics include to the number of customers and
revenue per customer.

Schedule E-8 contains the taxes charged to operations.

The accountant’s notes to the financial statements and the financial
assumptions used in preparing the rate filing schedules are shown on schedule E-9
and F-4, respectively, in accordance with the Commission’s standard filing
requirements. The Company does not cause audited financial statements to be
prepared, and none are available for individual systems or for the Company as a
whole.

The F-1 Schedule contains the results of operations at the present rates
(actual and adjusted), and at proposed rates.

Schedule F-2 contains the summary of changes in financial position (cash
flow) for the prior two years, the test year at present rates, and a projected year at
present and proposed rates.

The F-3 Schedule has the projected construction requirements for 2002,
2003, and 2004.

Schedule F-4 contains the assumptions used in developing the adjustments
and projections contained in the rate filing.

RATE BASE

WOULD YOU PLEASE EXPLAIN THE RATE BASE SCHEDULES,
WHICH ARE LABELED AS THE B SCHEDULES?

Yes. Again, there are separate B schedules for the Sun City West water and Sun
City West wastewater districts. I will start with Schedule B-5, which is the
working capital allowance. The results produced by the “formula method” of

computing the working capital allowance are shown for informational purposes on

5
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Schedule B-5. However, the Company is not requesting a working capital
allowance in this case, as reflected on Schedules B1, B2, and B3, in order to
simplify this filing and to reduce issues in the case.

PLEASE CONTINUE WITH YOUR DESCRIPTIONS OF THE RATE
BASE SCHEDULES?

The B-4 contains reconstruction cost new less depreciation (“RCND”) plant
information. The RCN plant costs were developed using the Handy-Whitman
Public Utility Semiannual Indexes Used in Deriving Estimates of the Value of
Construction Put in Place in Constant Dollars (1996=100). The indexes were
recomputed to 2001 dollars (2001=100). The RCN cost was determined by
multiplying the appropriate index (by month and year of acquisition) by the
original cost to derive the cost in current dollars. Accumulated depreciation,
advances in aid of construction (“AIAC”) and contributions in aid of construction
(“CIAC”) were trended using the ratio of the total reconstruction cost new
(“RCN”) cost to total original cost plant.

HAVE YOU PREPARED A SCHEDULE SHOWING ADJUSTMENTS TO
THE RCND RATE BASE?

Yes. Schedule B-3 shows those adjustments. These adjustments are, in summary:

Adjustment number 1 increases plant to the trended plant balance at the
closing of the purchase of the Sun City West districts by Arizona-American, which
occurred on January 15, 2002 (“Closing”).

Adjustment number 2 increases plant for construction work in progress
(“CWIP”), i.e., plant that will be completed and placed in service prior to
December 31, 2002. The basis for this adjustment is set forth in the Direct
Testimony of Blaine Akine.

Adjustment number 3 increases accumulated depreciation to the trended
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balance at Closing.

Adjustment number 4 increases the AIAC and CIAC to trended transferred
balance. In Decision No. 63584 (April 24, 2001), which authorized the sale and
transfer of Citizens’ water and wastewater assets in Arizona to Arizona-American,
the Commission ordered that Citizens’ AIAC and CIAC balances be imputed to
Arizona-American and be given rate base treatment in the Company’s rate filings
for specified periods of time. (Decision No. 63584 is discussed in the Direct
Testimony of David P. Stephenson, and a copy of the decision is attached to his
testimony as Stephenson Dir. Exh. 1.) This decision also required that 5 percent of
the AIAC balance imputed to Arizona-American be transferred to the CIAC
balance. Adjustment number 5 shows this transfer from AIAC and CIAC at the
trended amounts.

Adjustment number 6 is intentionally left blank.

Adjustment 7 increases rate base for the Orcom costs. These costs were
incurred in connection with setting up the Company’s new billing system in
conjunction with the Citizens’ acquisition. A previously recognized four-factor
formula was used to allocate the Orcom costs to each Arizona-American system.
The basis for these costs and their allocation are also explained by Mr. Stephenson
in his direct testimony.

HAVE YOU PREPARED A SCHEDULE SHOWING ADJUSTMENTS TO
THE ORIGINAL COST RATE BASE?

Yes. Schedule B-2 shows adjustments to the original cost rate base. These
adjustments are, in summary:

Adjustment 1 increases plant to the plant balance at Closing.

Adjustment 2 increases plant for revenue neutral construction work in

progress (“CWIP”), i.e., plant that will be completed and placed in service prior by
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December 31, 2002. As stated, these plant additions are discussed by Mr. Akine in
his direct testimony.

Adjustment 3 increases accumulated depreciation to the balance at Closing.

Adjustment 4 increases the AIAC and CIAC to the transferred balance.

As with the RCND rate base, mentioned above, 5 percent of the transferred
AIAC balance was transferred to the CIAC balance. Adjustment number 5 shows
this transfer.

Adjustment 6 is intentionally left blank.

Adjustment 7 increases rate base for the Acquisition Adjustment related to
the purchase of Citizens’ water and wastewater assets by Arizona-American. Mr.
Stephenson explains the basis for the inclusion of the Acquisition Adjustment in
the original cost rate base in his direct testimony.

Adjustment 8 increases rate base for the Orcom costs. As I previously
explained, these costs were incurred in setting up the Company’s new billing
system, and are discussed by Mr. Stephenson in his direct testimony.

DO THE PLANT AND ACCUMULATED DEPRECIATION SHOWN ON
SCHEDULE B-2 AND B-3 REFLECT THE LAST COMMISSION RATE
ORDER?

Yes. The plant shown on Schedule B-2 started with the Commission determined
plant from the last rate case. Plant additions and retirements since the last test year
have been added to and deducted from total plant shown on schedule B-2.

As I previously mentioned, the RCN plant costs as shown on schedule B-3
were prepared using Handy-Whitman indexes. Accumulated depreciation was
trended using the ratio of the total RCN cost to total original cost plant.

The accumulated depreciation balances reflect the depreciation expense

actually recorded for the systems (with certain adjustments as noted). The annual
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depreciation expense for the Sun City West districts was prepared using the
depreciation rates as ordered in the last Commission decision.

HOW WAS THE PROPOSED “FAIR VALUE” RATE BASE SHOWN ON
B-1 DETERMINED?

The fair value rate base (“FVRB”) shown on Schedule A-1 is based on the RCND
rate base, as adjusted. The RCND rate base should be used as the FVRB because
it most closely approximates the “fair value” of the Company’s utility plant and
property, i.e., its value at the time new rates are set in this case.

AREN’T YOU CONCERNED THAT THE USE OF THE RCND RATE
BASE AS THE FVRB WILL OVERSTATE RATE BASE AND RESULT IN
UNREASONABLE RATES?

No. As I understand the concept of “fair value,” which must be used in setting
rates in Arizona, the value of the plant and property on which the Company is
entitled to earn a fair return should be its current value, as opposed to its book
value or original cost. The latter valuation method would not take into account
increases in construction costs and similar changes that would cause the current
value of the plant and property to be greater than their original cost.

In addition, the accumulated depreciation balance has also been trended in
the same manner as plant, reducing the RCNB rate base. Also, Citizens’ AIAC
and CIAC balances at Closing have been imputed to Arizona-American and have
also been trended, resulting in a further reduction to the RCND rate base. | Thus,
the methodology reflects the current costs to construct the plant, while assuming
corresponding increases in the accumulated depreciation balance and the AIAC
and CIAC balances. This valuation approach is therefore relatively conservative.
IS THERE ANY OTHER SUPPORT FOR USING THE RCND RATE BASE
AS THE “FAIR VALUE” RATE BASE IN THIS CASE?
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Yes. As discussed in the Direct Testimony of David P. Stephenson, and as I have
already noted, Arizona-American recently completed the purchase of Citizens
Communications’ water and wastewater assets in Arizona, including the Sun City
West water and wastewater districts. As Mr. Stephenson explains, this transaction
involved an arms-length purchase/sale of the Citizens’ assets, negotiated between
two independent parties. The purchase price was, in total, approximately
$276,500,000. This price included an amount in excess of Citizens’ book value
equal to approximately $71,000,000. The allocation of this acquisition premium,
ie., the amount paid by Arizona-American in excess of the original cost of the
utility plant and property, to the instant districts is shown on Schedule B-2. The
fact that the systems were recently purchased in an arms-length transaction for an
amount substantially above book cost is further evidence that use of the RCND
rate base as the FVRB is appropriate under the circumstances.
ARE YOU SUGGESTING THAT THE “FAIR VALUE” RATE BASE BE
EQUAL TO THE PRICE AT WHICH THE CITIZENS ASSETS’ WERE
PURCHASED BY ARIZONA-AMERICAN?
Although that is not the Company’s position, there is some logic to that approach.
The amount paid by Arizona-American represents Arizona-American’s actual
investment in the utility plant and property used to furnish service. Thus, if the
rate base were based solely on the Company’s investment, then it would be
appropriate to use the amount of that investment — the actual purchase price paid —
as the rate base, and allow the utility to earn a reasonable return on that investment.
However, it is my understanding that a FVRB should be based on the
current value of the utility plant and property devoted to public service. The
purchase price paid for the utility plant and property comprising the FVRB in a

recent, arms-length transaction is certainly some evidence of the current value of

10
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that plant and property and therefore should be considered by the Commission in
setting rates. While it would be inappropriate to rely solely on the purchase price,
the purchase price provides additional support for the use of the RCND rate base,
as opposed to relying on original cost under the circumstances in this case.
INCOME STATEMENT

WOULD YOU PLEASE EXPLAIN THE ADJUSTMENTS YOU ARE
PROPOSING TO THE INCOME STATEMENT AS SHOWN ON
SCHEDULES C-1 AND C-2?

Yes. There are separate C schedules for the Sun City West water district and the
Sun City West wastewater district. The details of the adjustments are shown on
Schedule C-2. The adjustments are then carried forward to the C-1 Schedule,
which contains the adjusted test year income statement.

Adjustment 1 removes Citizens’ corporate expenses as recorded on
Citizens’ books. These expenses were variously recorded in the purchased power,
repairs and maintenance, materials and supplies, office expense, outside services,
and miscellaneous expenses accounts. These expenses were removed because they
do not reflect the expenses of the Sun City West districts on a going-forward basis.
Adjustments 3 and components of adjustment 10 reflect Arizona-American’s
estimates of similar expenses on a going-forward basis for these districts.

Adjustment 2 removes all test year salaries and wages and related payroll
taxes. These expenses were also removed because they do not reflect the expenses
of the Sun City West districts on a going-forward basis. Adjustments 4 and
components of adjustment 10 reflect Arizona-American’s estimates of similar
expenses on a going-forward basis and reflect known and measurable changes to
test year expenses.

Adjustment 3 shows the charges for services provided by American Water

11
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Works Service Company (“the Service Company’), allocated to the Sun City West
districts. These charges replace the expenses, in part, removed in adjustment 1 and
2. As explained by Mr. Stephenson, these costs have been allocated based on a
previously recognized four-factor formula. The Direct Testimony of B. Kent
Turner discusses the nature of the services provided by the Service Company and
its relationship to Arizona-American.

Adjustment 4 increases salaries and wages and related payroll taxes to
match those of the Sun City West Systems on a going-forward basis. Adjustment
4 was prepared using 2002 actual expenses, including estimates of annual expenses
for vacant positions. These expenses replace, in part, the expenses removed in
adjustment 2 and reflect known and measurable changes to test year expenses.

Depreciation expense is annualized in adjustment 5. The proposed
depreciation rate for each component of utility plant is on shown on Schedule C-2,
page 6. The depreciation rates used are those approved in the prior rate case.

The depreciation calculations include plant that is currently under
construction and will be completed by December 31, 2002, as well as amortization
of deferred regulatory assets allowed in Commission Decisions 61382 (Y2K
costs). The method and rate of amortization of these costs are not specified in
these decisions. In the instant case, the Company proposes using the composite
depreciation rate on plant.

The depreciation calculations also include amortization of the Acquisition
Adjustment. The Acquisition Adjustment is being amortized over 40 years using a
mortgage-style method, as shown on schedule C-2 page 6a. Mr. Stephenson
explains the rationale for using mortgage-style amortization his direct testimony.

Depreciation expense on CIAC is removed, as CIAC are being amortized.

The amortization rate used is equal to 10 years as required by Commission

12
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Decision 63584.

The adjustment labeled as 6 increases the property taxes based on proposed
revenues.

HOW DID YOU COMPUTE THE PROPERTY TAXES AT PROPOSED
RATES?

I used the method used by the Arizona Department of Revenue - Centrally Valued
Properties (“ADOR” or “the Department”). This method determines the full cash
value by using twice the average of three years of revenue, plus an addition for
CWIP, and a deduction for the book value of transportation equipment.

The assessed value (25% of full cash value) multiplied by the property tax
rate results in the property tax. In the instant case, I used the unadjusted revenues
for 2001, the adjusted revenues for 2001, and the revenues at proposed rates.

IS THIS SYNCHRONIZATION OF PROPERTY TAX EXPENSE WITH
REVENUES A COMMISSION PRACTICE, AND IS IT PROPER RATE
MAKING?

Yes itis. For example, an adjustment of this nature was specifically addressed and
approved in Decision No. 60826 for Far West Water Company. Like income
taxes, property taxes must be adjusted to ensure that the new rates are sufficient to
produce the authorized return on rate base. Staff normally proposes that property
taxes and resulting full cash value be computed used three historic years.
However, this method of computing adjusted property taxes insures that the utility
will not earn its authorized rate of return, because property tax expense is a direct
function of revenues and will increase as revenues increase.

MR. BOURASSA, ISN’T THERE A LAG FROM THE TIME THAT NEW
RATES CHARGED CUSTOMERS GO INTO EFFECT, AND THE DATE
THAT THE PROPERTY TAX IS ACTUALLY PAID?

13




>

w Prf

“EHCHE E R E M E T T ETE M E AT ETE S

O 00 3 N bW N e

[N T N T N T N T N T N S S T e T =T
“vr A W NN = O O 00NN N R WN = O

26

ENNEMORE CRAIG

OFESSIONAL CORPORATION
PHOENIX

Yes. As an example, if new rates for the systems went into effect on January 1,
2003, the property tax bill based on these new rates would first appear on the
property tax bill received in September 2004. However, the Company should be
accruing property taxes to match the revenues collected. Thus, there is no
mismatch between revenues and expenses. Further, the property taxes resulting
from my calculation are based only a portion of proposed revenues. To properly
consider the future impact of the rate increases, I should have computed the
proposed property taxes based only on proposed revenues rather than averaging
proposed and historic revenues. Consequently, this adjustment is conservative.
PLEASE CONTINUE WITH YOUR DESCRIPTION OF THE INCOME
STATEMENT ADJUSTMENTS.
Adjustment 7 synchronizes interest expense with the Company’s FVRB. The
weighted cost of debt from Schedule D-1 is multiplied by the FVRB contained on
Schedule B-1 to derive the interest expense for computation of the income taxes.

Adjustment 8 shows the rate case expense. The amount and basis for the
requested amount of rate case expense are discussed by Mr. Stephenson in his
direct testimony. The Company is proposing to amortize rate case expense over 3
years.

Adjustment 9 is intentionally left blank.

Adjustment 10 includes estimated additional corporate overhead expenses.
These expenses include general insurance, employee group insurance, 401(k)
costs, employee incentives, customer notifications, training, bank service charges,
etc., and were grouped by salaries and wages, office expense, insurance, and
miscellaneous expense. The allocation basis that is used includes employee
counts, year-end customer counts, fair value rate base, adjusted test year revenues,

as well as pro forma plant depending on the nature of cost allocated. The expense

14
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adjustment replaces the expenses, in part, removed in adjustment 1 and adjustment
2. Mr. Stephenson will address these costs in his direct testimony.
Adjustment 11 annualizes revenues to the year end number of customers.
Adjustment 12 shows lease expense for the Sun City West districts’ portion
of the new corporate office lease. The basis for this expense is discussed in the

Direct Testimony of Mr. Robert J. Kuta.

The following adjustments apply to the Sun City West wastewater district
only:

Adjustment 13 removes non-utility revenues and expenses to eliminate the
effects on income taxes.

Adjustment 14 is intentionally left blank.

Adjustment 15 increases power costs based on additional billings from
revenue annualization in Adjustment 11. The adjustment is intended to match
additional revenues from the revenue annualization.

The following adjustments apply to the Sun City West water district only:

Adjustment 13 reflects actual local water testing expenses removed in
Adjustment 1. Adjustment 1 removed all water testing related expenses as the
water testing costs are included as part of the overhead expenses in adjustment 10.
However, some local water test expenses will still be incurred. The costs represent
such items as reagent kits for on site monitoring.

Adjustment 14 removes non-utility revenues and expenses to eliminate the
effects on income taxes.

Adjustment 15 is intentionally left blank.

Adjustment 16 increases power costs based on additional gallons pumped
from revenue annualization in adjustment 11. The adjustment is intended to

match additional revenues from revenue annualization as shown in adjustment 11.

15
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Adjustment 17 removes “groundwater savings fee” revenues, which are
covered by an existing adjuster mechanism previously approved in Commission
Decision No. 62293 (Feb. 1, 2000). The Company is not proposing any changes in
this adjuster.

Adjustment 18 removes all purchased water expense. Purchased water is
covered by an existing adjuster mechanism.

Q. DOES THAT CONCLUDE YOUR TESTIMONY?
Yes.
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INTRODUCTION AND QUALIFICATIONS
PLEASE STATE YOUR NAME AND ADDRESS.

My name is Thomas M. Zepp. My business address is Suite 250, 1500 Liberty

Street, S.E., Salem, Oregon 97302.

WHAT IS YOUR PROFESSION AND BACKGROUND?

I am an economist and Vice President of Utility Resources, Inc., a consulting firm.
I received my Ph.D. in Economics from the University of Florida. Prior to jointly
establishing URI in 1985, I was a consultant at Zinder Companies from 1982-1985
and a senior economist on the staff of the Oregon Public Utility Commission from
1976 to 1982. Prior to 1976, I taught business and economics courses at the
graduate and undergraduate levels.

I have been deposed or testified on various topics before regulatory
commissions, courts and legislative committees including two Canadian regulatory
authorities, four Federal‘ agencies and in the states of Alaska, Arizona, California,
Colorado, Georgia, Idaho, Illinois, Iowa, Kentucky, Minnesota, Montana,
Nebraska, Nevada, New Mexico, Oklahoma, Oregon, Tennessee, Utah,
Washington and Wyoming. In addition to cost of capital studies, I have testified as
an expert on the valuation of utility property, estimated incremental costs of
energy and telecommunications services, and presented rate design testimony.
WHAT COST OF CAPITAL STUDIES HAVE YOU PREPARED BEFORE?
I have testified on cost of capital or other financial issues before the Interstate
Commerce Commission, Bonneville Power Administration and in 13 states. My
studies and testimony have included consideration of the financial health and fair
rates of return for Nevada Bell Telephone, Illinois Bell Telephone, General
Telephone of the Northwest, Pacific Northwest Bell, U S WEST, Anchorage
Municipal Light & Power, Pacific Power & Light, Portland General Electric,
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Commonwealth Edison, Northern Illinois Gas, lowa-Illinois Gas and Electric,
Puget Sound Power & Light, Idaho Power, Cascade Natural Gas, Mountain Fuel
Supply, Northwest Natural Gas, Arizona Water Company, California-American
Water Company, California Water Service, Dominguez Water Company,
Kentucky-American Water Company, Mountain Water Company, Oregon Water
Company, Paradise Valley Water Company, Park Water Company, San Gabriel
Valley Water Company, Southern California Water Company, Tennessee-
American Water Company and Valencia Water Company. 1 have also prepared
estimates of the appropriate rates of return for a number of hospitals in
Washington, a large insurance company, and railroads.

DO YOU HAVE OTHER PROFESSIONAL EXPERIENCE RELATED TO
COST OF CAPITAL ISSUES?

Yes. I published an article “Water Ultilities and Risk,” Water: the Magazine of the

National Association of Water Companies Vol. 40, No. 1 (Winter 1999), and was

an invited speaker on the topic of risk of water utilities at the 57th Annual Western
Conference of Public Utility Commissioners in June 1998. I also presented a paper
“Application of the Capital Asset Pricing Model in the Regulatory Setting” at the
47th Annual Southern Economic Association Meetings and published an article
“On the Use of the CAPM” in Public Utility Rate Cases: Comment” in Financial
Management (Autumn 1978). While on the staff of the Oregon Public Utility
Commission, I also established a sample of over 500,000 observations of common
stock returns and measures of risk and conducted a number of studies related to the
use of various methods to estimate costs of equity for utilities. I was invited to

lecture at Stanford University to discuss that research.
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PURPOSE OF TESTIMONY, SUMMARY AND CONCLUSIONS
WHAT IS THE SUBJECT OF YOUR TESTIMONY IN THIS

PROCEEDING?

Arizona-American Water Company (“Arizona-American” or the “Company”) has
asked me to estimate its cost of common equity to be used in developing a just and
reasonable rate of return on Arizona-American’s investment in its utility plant and
property devoted to public service for ratemaking purposes. My study is based on
data available to investors in early August 2002. I was also asked to review certain
published decisions of the Arizona appellate courts related to the use of a “fair
value” rate base (“FVRB”) in setting rates in Arizona, and to express my opinion
as an economist concerning the rate base to which the cost of equity and the
overall rate of return should be applied in Arizona based on those decisions. Mr.
David Stephenson will testify regarding Arizona-American’s capital structure, cost
of debt and total cost of capital (rate of return), which includes my recommended
cost of equity.

HOW IS YOUR TESTIMONY ORGANIZED?

In this Section II, I outline my testimony and summarize my analysis.

In Section III, I discuss my review of certain decisions of the Arizona courts
and provide my opinion as an economist about what rate base must be combined
with a ROR that includes a market determined estimate of the cost of equity to
satisfy the requirements of the Arizona Constitution as interpreted in those
decisions.

In Section IV, 1 discuss the risk of water utility common stocks and
differences in risk of water utilities and natural gas distribution utilities (“gas
utilities”) and explain why Arizona-American’s higher leverage and unique

business risks in Arizona make the Company more risky than an average publicly-
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traded water utility I examine to determine benchmark equity costs.

Section V reports my discounted cash flow (“DCF”) equity cost estimates
for samples of water utilities and gas utilities. |

Section VI presents equity cost estimates based on three risk premium
approaches. For perspective, I also estimate an equity cost range with the capital
asset pricing model (“CAPM”).

Section VII provides a summary of my analysis and my recommended
return on common equity (“ROE”) for Arizona-American.
HAVE YOU PREPARED ANY TABLES AND ATTACHMENTS TO
ACCOMPANY YOUR TESTIMONY?
Yes. 1 have prepared 24 tables that support my testimony. These tables are
attached to this testimony at Exhibit Zepp Dir. Exh. 1.
PLEASE SUMMARIZE YOUR TESTIMONY.

My findings and recommendations are the following:

1. Arizona-American’s. cost of common equity is greater than the cost of
common equit{ of the average water utility in my sample of ppbliclg-tpaded
water utilities because it is more leveraged and has other additional business
risks. I estimate Arizona-American’s additional leverage requires an equity

cost premium of at least 60 basis points.

2. The market cost of common equity facing large, publicly-traded water
utilities falls in a range of 10.9% to 11.5% at this time:

o DCF model estimates for a sample of four publicly-traded water
utilities indicate their average cost of equity is 11.1%;

° Based on a DCF analysis of gas utilities, the cost of equity for a
comparable risk water utility falls in a range of 11.4% to 11.5%;

° The costs of equity derived from three risk premium analyses
indicate the cost of equity for publicly-traded water utilities falls in a
range of 10.9% to 11.4%.

° A range of equity costs indicated by the CAPM overlaps my other
estimates of the cost of equity.

3. An internal rate of return analysis for Middlesex Water and Connecticut




—

Water Service, two other water utilities considered by the Utilities Division
(“Staff”) in past rate cases but not included in my DCF sample, is not
1ng:lon31stent with my estimated equity cost range for publicly-traded water
utilities.

4. I estimate Arizona-American’s cost of equity falls in a range of 11.5% to
12.1%. I recommend that Arizona-American be allowed to earn a ROE of
no less than 11.5%, the bottom of the range of ml}_: equity cost estimates.
See Summary Table 24, Exh. Zepp Dir. Exh. 1 attac edc%mereto.

A determination of a ROE and overall rate of return is independent of the
determination of an original cost rate base (“OCRB”) and determination of
the value of the FVRB. As an economist, I conclude the ROR that includes
my recommended ROE of no less than 11.5% should be adopted and
multiplied by the FVRB to determine revenue requirements for Arizona-
American’s systems.

L. ARIZONA COURT DECISIONS INDICATE UTILITY RATES SHOULD
BE SET TO RECOVER A MARKET-BASED COST OF EQUITY APPLIED
TO A FAIR VALUE RATE BASE

Q. WHAT IS THE ISSUE ‘YOU ADDRESS IN THIS SECTION OF YOUR
TESTIMONY?
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The Arizona Constitution provides that “the corporation commission shall, to aid it

fam—
Y

in the proper discharge of its duties, ascertain the fair value of the property within
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the State of every public service corporation doing business therein.” Arizona
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Constitution, Art. XV, § 14. Given that the Arizona Constitution requires the use

)
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of a “fair value” rate base (“FVRB”) in setting rates, a preliminary issue that

[y
o]

should be addressed is whether the percentage rate of return on rate base (“ROR”),

[
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which is composed of the market cost of equity and embedded costs of debt,

N
<

should be set independent of the determination of the FVRB or whether the ROR

N
[

should be adjusted to hold a utility’s earnings at the same level that would occur if

N
(\S}

an original cost rate base (“OCRB”) had been used to determine the revenue

N
W

requirement.

PLEASE DISCUSS WHAT IS MEANT BY A FAIR RATE OF RETURN.

)
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A fair rate of return is achieved when a utility is permitted to set rates and charges
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for service at levels where the expected return provides common stock investors a
reasonable opportunity to earn the cost of common equity. Since operating
expenses and interest on debt take precedence over payments to common
stockholders, the common equity shareholders of the company bear the greatest
risk of not receiving expected returns. The U. S. Supreme Court recognized this
requirement many years ago. In describing the ROR on a utility’s FVRB, the U.S.

Supreme Court, in Bluefield Waterworks, stated:

A public utility is entitled to such rates as will permit it to
earn a return on the value of the property which it employs for
the convenience of the public equal to that generally being
made at the same time and in the same general part of the
country on investments in other business undertakings which
are attended by corresponding risks and uncertainties; but it
has no constitutional right to profits such as are realized or
anticipated in highly profitable enterprises or speculative
ventures. The return should be reasonably sufficient to assure
confidence in the financial soundness of the utility, and
should be adequate, under efficient and economic
management, to maintain and support its credit and enable it
to raise the money necessary for the proper discharge of its
public duties.

Bluefield Waterworks & Improvement Co. v. Pub. Serv. Comm’n of West Va., 262
U.S. 679, 692-93 (1923).

In the Hope Natural Gas decision, the Supreme Court restated this
requirement: “

[T]he return to the equity owner should be commensurate
with returns on investments in other enterprises having
corresponding risks. That return, moreover, should be
sufficient to assure confidence in the financial integrity of the
enterprise, so as to maintain its credit and to attract capital.

Fed. Power Comm’n v. Hope Natural Gas Co., 320 U.S. 591, 603 (1944).
YOU QUOTED FROM U.S. SUPREME COURT DECISIONS. ARE
THOSE STATEMENTS CONSISTENT WITH THE ARIZONA
CONSTITUTION AND DECISIONS OF THE ARIZONA COURTS?
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I understand that Arizona courts have recognized and followed relevant U.S.
Supreme Court decisions. In US West Communications, the Arizona Supreme
Court stated: “Whenever possible, however, we construe the Arizona Constitution
to avoid conflict with the United States Constitution and federal statutes.” US
West Communications, Inc. v. Ariz. Corp. Comm’n, 201 Ariz. 245, 246, 34 P.3d
351, 355 (2001).

However, as I stated earlier, Arizona differs from most other jurisdictions
because of the requirement embodied in the Arizona Constitution that the “fair
value” of the utility’s plant and property be found and used in setting rates. The
Arizona Supreme Court has stated, for this reason, that the “end result” test
approved in Hope cannot be used in Arizona to justify a particular rate setting

approach:

It is clear, therefore, that under our constitution as interpreted
by this court, the commission is required to find the fair value
of the company’s property and use such finding as a rate base
for the purpose of calculating what are just and reasonable
rates. The Hope case cannot be used by the commission. To
do so would violate our constitution. The statute under
consideration in that case prescribed no formula for
establishing a rate base. While our constitution does not
establish a formula for arriving at fair value, it does require
such value to be found and used as the base in fixing rates.
The reasonableness and justness of the rates must be related to
this finding of fair value.

Simms v. Round Valley Light & Power Co., 80 Ariz. 145, 151, 294 P.2d 378, 382
(1956). The court also stated: |

Fair value means the value of properties at the time of inquiry,
. . . whereas prudent investment relates to a value at the time
of investment. ... The former allows the increase or decrease
in the cost of construction to influence the rate, whereas the
latter makes no such allowance. Irrespective of the merits, if
any, of the prudent investment theory, because of our
constitution the commission cannot use it as a guide in
establishing a rate base.
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Simms, supra (citations omitted).

Historically, a utility’s rates were fixed on the basis of providing a fair
return on its FVRB, as the discussion in Bluefield Waterworks at pages 690 to 692
shows. Arizona courts héve continued to state that the Arizona Corporation
Commission (“Commission”) must use a FVRB in setting rates in Arizona.
Recently, the Arizona Supreme Court stated that in a monopolistic setting, “fair
value has been the factor by which a reasonable rate of return was multiplied to
yield, with the addition of operating expenses, the total revenue a corporation
could earn.” US West, 201 Ariz. at 245, 34 P.2d at 354. That statement is
consistent with the Arizona Supreme Court’s statement in Simms some 45 years
earlier that the “reasonableness and justness of the rates must be related to [the]
finding of fair value.” Simms, 80 Ariz. at 151,294 P.2d at 382.

In short, the principles stated by the U.S. Supreme Court on what
constitutes a fair rate of return are consistent with the holdings of the Arizona
courts. Because of the constitutional requirements in Article 15 of the Arizona
Constitution, however, the Commission should establish rates that provide a fair
rate of return on the current value of a utility’s property, i.e., its FVRB.

WHAT FORMULA HAS THE ACC USED TO DETERMINE A UTILITY’S
FAIR VALUE RATE BASE?

It is my understanding that there is no set formula for determining the FVRB.
Instead, the Commission may consider any relevant evidence that aids in
determining the current value of the utility’s plant and property. However, I also
understand that the Commission has often determined the FVRB by simply
averaging the utility’s original cost rate base (“OCRB”) and its Reconstruction
Cost New Rate Base (“RCNRB) as a default measure of FVRB when multiple

indicators of the value of plant and property are not available. While certainly
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convenient, this approach may ignore other factors and circumstances affecting the
current value of the plant, and may ultimately result in a substantially understated
FVRB. "

In this case, Arizona-American is requesting that its adjusted RCNRB be
used as its FVRB, as discussed in the Direct Testimony of Thomas J. Bourassa.
The RCNRB is based on the trended cost of the plant and property used to furnish
service, and therefore should more closely approximate its current value than
would the original or historic cost. As explained by Mr. Bourassa, in this particular
case, the use of the RCNRB is also supported by the purchase price recently paid
by Arizona-American for the water and wastewater systems and other assets
owned by Citizens Communications in Arizona. The fact that these systems were
recently the subject of an arms-length purchase/sale, involving independent and
sophisticated parties, giyes further support to using RCNRB as the FVRB instead
of an average of OCRB and RCND in this case, as multiple indicators of the
current value of a utility’s assets are rarely available. Assuming that the goal of
finding and using the “fair value” of the utility’s property is to ensure that the rates
are set on the basis of the current value of the utility’s plant and property, it would
be more appropriate to use the RCNRB as the FVRB, especially when the
purchase price for the Citizens’ assets is taken into account.

BELOW YOU PROVIDE EQUITY COST ESTIMATES. DO THOSE
ESTIMATES DEPEND ON THE TYPE OF RATE BASE USED?

No. My equity cost estimates are independent of the rate base to which they are
applied. The equity cost estimates I present are determined from market data and
provide an estimate of the equity return an investor requires on dollars invested in
shares of common stock. Actual equity returns depend, in part, on the rate base

that is incorporated into the process that sets rates. Those stock prices also depend




el N N R T N L NN

O 00 I O W BAOWON e

N N N NN N e e e e e e et e e e
h ph W NN = O YO 00NN R W N D

26

FENNEMORE CRAIG
PROFESSIONAL CORPORATION
PHOENIX

> 0

in part on the present value of cash or securities that an investor expects would be
received if the utility were condemned by a public agency, acquired by a
municipality or another utility, or merged into another utility. Thus, the
percentage equity cost estimates are independent of whatever formula is used to
determine the FVRB.

WILL APPLICATION OF A MARKET-BASED RATE OF RETURN TO
THE FVRB ALWAYS LEAD TO HIGHER PRICES FOR UTILITY
SERVICES THAN WOULD BE THE CASE IF THE MARKET-BASED
ROR WERE APPLIED TO AN OCRB?

No, it would not. In Simms, the Arizona Supreme Court recognized that fair value
“allows the increase or decrease in cost of construction to influence the rates,
whereas [OCRB] makes no such allowance.” Simms, 80 Ariz. at 151, 294 P.2d at
382. The impact of using a FVRB will vary depending on the utility’s particular
circumstances. I would expect that the application of the market-based ROR to a
FVRB for a water utility will, in many cases, lead to higher rates than application
of a market-based ROR to an OCRB. But in other cases, the FVRB may be less
than the OCRB and thus lead to lower prices for utility services than if the OCRB
were used to determine such prices. The drafters of the Arizona Constitution
apparently wanted Arizona ratepayers to benefit from cost savings just as they felt
that stockholders should be allowed to earn a return on the current value of their
assets if costs have increased.

WHAT IS THE SIGNIFICANCE OF SUCH COST CHANGES?

It means that the value of the FVRB could be larger or smaller than the value of
the OCRB and thus prices for utility services paid by ratepayers when the market-
based ROR is multiplied by_ a FVRB could be higher or lower than rates paid by
application of a market-based ROR to an OCRB. With application of a market-

10
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based ROR to an OCRB, if subsequent changes in costs have increased or
decreased the current value of the property, the earings requirement would not
change.
AS AN ECONOMIST, IS IT APPROPRIATE TO DETERMINE THE
EARNINGS REQUIREMENT BY MULTIPLYING THE MARKET-BASED
ROR TIMES AN OCRB AND THEN SOLVING FOR A ROR THAT,
WHEN APPLIED TO THE FVRB, PRODUCES THE SAME DOLLAR
LEVEL OF EARNINGS?
No, it is not. I will call that method the “OCRB-earnings method” because it
adopts earnings based on an OCRB even though FVRB is recognized in setting
rates. To use the OCRB-earnings method would in fact mean that the OCRB is
actually being used to set prices for utility services when Arizona courts have
disapproved of the use of an OCRB to determine such prices. The Arizona courts
have stated that prices set for utility services should be based on providing a fair
rate of return on FVRB - the current value of the utility’s property. Limiting a
utility’s earnings to a dollar return on its OCRB would violate this principle, and
effectively adopt the “prudent investment” approach that was disapproved in
Simms.

Moreover, if the FVRB has increased in value and the OCRB-earnings
method is used to restate the ROR, it could produce an overall ROR that is less

than the cost of debt. Such an outcome would not produce a cost of equity that is

based on substantial evidence and may be confiscatory under Arizona’s rate-
setting requirements.

DR. ZEPP, YOU ARE AN ECONOMIST BY TRAINING, AND WHILE
YOU HAVE TESTIFIED ON MANY OCCASIONS ON THE COST OF
CAPITAL AND OTHER RATEMAKING ISSUES, YOU ARE NOT AN

11
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Iv.

ATTORNEY. ARE YOU PRESENTING A LEGAL OPINION?

No, that is not my intention. As I have stated, I have reviewed and analyzed, as an
economist, several U.S. Supreme Court and Arizona appellate decisions, including
Bluefield Waterworks, Hope, Simms, and US West. My testimony is based on what
the courts have stated in those decisions, which is why I have quoted from them
extensively. Based on the courts’ statements, the regulatory framework appears to
be clear. As a professional economist with experience in ratemaking and other
types of proceedings involving utilities, I believe I am capable of reviewing and
discussing court decisions that pertain to ratemaking principles. In fact, I often
review court decisions as well as decisions of regulatory commissions in order to
follow changes and develoﬁments affecting regulated industries. In many states,
including Arizona, commissioners are not required to be attorneys, and yet they
must deal with these sorts of legal concepts and requirements. However, if there
are other court decisions that I have overlooked or omitted, which contradict the
discussion in Simms or US West about the use of the “fair value” of a utility’s
property to set rates, for example, I stand to be corrected.

GENERAL RISKS OF WATER UTILITY STOCKS

AS A PRELIMINARY MATTER, PLEASE DISCUSS THE SAMPLES OF
UTILITIES YOU HAVE USED IN YOUR DCF ANALYSIS.

My sample of water utilities is composed of American States Water, California
Water Service Group, Philadelphia Suburban Corp. and SJW Corp. These four
water utilities are all of the water utilities the Commission’s Ultilities Division Staff
(“Staff”) relied upon to determine DCF equity costs in the Green Valley Water
Company case (Dockét No. W-02025A-01-0559, Schedule IMR-5, dated February
11, 2002) that have more than 60% of their revenues from water utility operations,

are not currently being acquired and are not likely acquisition candidates. Table 1

12
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lists percentages of operating revenues and bond ratings for these four water
utilities (as well as the utilities in the Staff sample I have not included in my
analysis) and the common equity ratios for Arizona-American and the four utilities
I adopt to make equity cost estimates.

PLEASE ELABORATE ON THE REASONS YOU HAVE NOT INCLUDED
THE OTHER FOUR WATER UTILITIES IN THE SAMPLE YOU USED
TO MAKE DCF EQUITY COST ESTIMATES?

I have not included American Water Works in my sample because it has entered
into an agreement under which its stock is being acquired by RWE AG, a German
provider of utility and other industrial services, at a price premium of 35% over the
price at the time of the announcement. Shares of stock for American Water Works
trade primarily on the expected timing of completion of the merger, not the cost of
equity. Southwest Water was excluded because C. A. Turner Utility Reports lists
its percentage of water utility revenues at only 42%. Middlesex Water Company
and Connecticut Water Service appear to be acquisition targets and thus it is
difficult to estimate their equity costs with the traditional DCF model.

Table 2 reports premiums water utility investors have received, or in the
case of American Water Works, have been proposed to receive, at the time
mergers or acquisitions were completed. Those premiums have ranged from 35%
to 59% and have averaged 45%. Value Line has advised investors to expect such
acquisitions and mergers to continue and to expect prices from an acquisition to be
as much as four times book value. See Value Line Investment Surveys dated May
3, 2002 at page 1420 and dated August 6, 1999 at page 1405 (copies attached). As
a result, it 1s reasonable to expect that investors holding water utility stocks have
bid up prices to reflect the probability they will receive premiums in the future. If

prices have been bid up in expectation of receiving such premiums, dividend

13
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yields will be reduced to a level lower than would occur if investors did not expect
such premiums to be paid. Consequently, mechanical application of the traditional
DCF model will understate the cost of equity.

Potential acquisition/merger candidates are expected to have had relatively
large increases in stock pri;:es. Based on that criteria, I have excluded Connecticut
Water Service and Middlesex Water from my primary DCF equity cost estimates.
Those two companies have experienced increases in common stock prices that are
substantially above the increases in prices for other water utility stocks and thus
appear to be acquisition or merger candidates. As part of my analysis below,
however, I do compute a range of equity costs for Connecticut Water Service and
Middlesex Water with an alternative version of the model underlying the DCF
model.

DID YOU ALSO ANALYZE ANY OTHER COMPANIES IN
DEVELOPING YOUR RECOMMENDED COST OF EQUITY?

Yes, I also evaluated a groﬁp of seven natural gas utilities whose stock is publicly
traded. This analysis provides another useful equity cost benchmark, which is
necessary given the small size of the water utility sample group.

HOW DID YOU DETERMINE THE SAMPLE OF GAS UTILITIES YOU
USED TO COMPUTE YOUR OTHER DCF EQUITY COST ESTIMATES?
Table 3 reports the seven gas utilities that I have relied on to supplement my
analysis. The utilities in the gas utilities sample are all of the gas utilities relied
upon by Staff to determine‘equity costs in Black Mountain Gas Company, Docket
No. G-03703A-01-0263, that have at least 60% of their revenues from gas
operations (as reported by C. A. Turner Utility Reports), are not being investigated
for fraud, are not gas producers and have at least one bond rating of A or better

published by Moody’s or S&P. Table 3 also lists the gas utilities from the Staff

14
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sample I did not include in my sample and reasons I did not include them in my
analysis.'

Q. HOW DOES THE LEVEL OF RISK FACED BY GAS AND WATER
UTILITIES COMPARE?

When making comparisons between risks of water utilities and gas utilities,
investors recognize that all utilities face the risk that regulators may disallow
investments they have made and expenses they incur. That is an unavoidable risk

of regulation. The other types of risks facing gas utilities and water utilities do
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differ in certain respects. It is possible, however, to compare two “bottom-line”

measures of risk for an average gas utility with comparable measures of risk for
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the average water utility. - That comparison is presented in Table 4. The first
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measure of risk is beta, the risk measure in the CAPM. The beta provides a
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measure of the risk of holding a stock in a diversified portfolio. The larger the

beta, the higher the risk. For purposes of this table, Value Line estimates of betas
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are presented. The second measure of risk is Value Line’s Safety Rank. This

measure of risk is the risk an investor has if he/she holds an individual stock
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instead of holding that stock as part of a diversified portfolio. The larger the
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Safety Rank, the higher the risk. Based on those measures of risk, gas and water
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utilities have approximately'the same level of risk.

IS THERE OTHER EVIDENCE THAT SUGGESTS THE FINANCIAL
COMMUNITY REGARDS THE RISK OF WATER UTILITIES AND GAS
UTILITIES TO BE SIMILAR?

Yes. In its June 21, 1999 Utilities & Perspectives, Standard & Poor’s (“S&P”)
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announced that it “has created a single set of financial targets that can be applied
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' T have excluded NICOR from the sample because it is currently under investigation for
fraud and its stock price dropped significantly in response to that announcement, to avoid
26 | over-stating the dividend yield in the DCF analysis.
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across the different utility segments.” It now has “four principal financial targets
that it uses to analyze credit quality of all investor-owned electric, natural gas, and
water utilities in the U.S.” S&P Utilities & Perspectives, June 21, 1999, Vol. 6,
No. 25, page 2. Past separate targets for water utilities are gone. This decision by
S&P, together with the evidence on beta risk and‘ Safety Ranks in Table 4,
provides support for using equity costs derived from data for samples of gas
utilities to make other estimates of the cost of equity for water utilities equal in risk
to those in the sample in Table 1.

HAVE YOU ASSUMED THAT THE UTILITIES IN THE WATER AND
GAS UTILITIES SAMPLES REQUIRE THE SAME ROEs?

No. Even though current evidence indicates the utilities in my water utilities
sample and gas utilities sample have approximately the same level of risk, I reduce
the estimated equity costs for the gas utilities by 50 basis points, based on my
judgment, to provide a conservative adjustment for potential differences in risk of
the gas utilities’ sample and the water utilities’ sample.

IN GENERAL, DOES A WATER UTILITY FACE MORE RISK WHEN IT
HAS TO MAKE ADDITIONAL INVESTMENTS TO MEET STATE AND
FEDERAL WATER QUALITY STANDARDS?

Yes. Expected or unexpected requirements for additional capital spending means
water utilities have to request rate increases more often and seek larger percentage
increases in order to maintain fair rates of return. Regulatory procedures are
expensive, time consuming, increase uncertainty, and raise doubts in investor
minds that regulators will authorize high enough prices and/or price adjustment
mechanisms to enable the water utilities to earn fair rates of return. This increases
uncertainty about future returns and thus increases risk.

Also, investors may be concerned that regulators may delay inclusion of

16
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new plant in rate base or not allow part of the dollars invested to be recovered. If
such investments are challenged and there is any chance that the Commission will

disallow part of the dollars invested or will delay recovery of the costs of those

investments, risk increases.‘ From an investor’s point of view, it is the potential for

such disallowances and delays in setting new rates that increases risk. If additional

investments were never required, there would be no potential disallowances,

delays or possible exclusions and thus investor concerns would never arise and risk

would not increase. With the need for increased investments, uncertainty arises

and the risk increases. 7 |
HAVE YOU STUDIED THE IMPACT OF FINANCING REQUIREMENTS

ON THE RISK AND COSTS OF CAPITAL FACED BY UTILITIES?

Yes, I have. In the past, I conducted a study of expected differences in bond costs

and common equity costs that faced utilities with different financing requirements.

I found that utilities with above average financing requirements required an ROE

that was ‘approximately 80 basis points higher than was required by other utilities.

Higher financing requirements pushed up bond costs, too.

DOES UNCERTAINTY WITH RESPECT TO WEATHER INCREASE

RISK?

Yes. Ifit is too wet or if it is too dry, water utilities cannot expect to recover all of
their fixed costs. If it is too wet, sales of water decrease and fixed costs expected
to be collected in commodity charges are not received. If it is very dry, there may

be forced or voluntary conservation and reductions in supplies of water that reduce

potehtial sales. There is risk of unexpected cost increases and risk of full recovery

of fixed costs.

IS ARIZONA-AMERICAN MORE RISKY THAN THE WATER
UTILITIES IN THE SAMPLE YOU HAVE USED TO DETERMINE

17




|

O 00 NI AN bW N e

NN N NN N e e e e e e ek ed e e
h b W N = O O 00NN R W= O

26

FENNEMORE CRAIG
A PROFESSIONAL CORPORATION

B R N D N Y Y """ Y " YY" " -

PHOENIX

> O

EQUITY COSTS?

Yes. Arizona-American has a number of factors that makes it more risky. Tt is
more leveraged than the four water utilities in the sample, must make larger,
uncertain investments to meet a new federal arsenic requirement and operates in a
state where historic test years instead of future test years are used to set rates.
These factors increase Arizona-American’s risk and required ROE.

WHAT IS THE IMPACT OF LEVERAGE ON RISK?

Leverage increases risk. It is often useful to categorize risks into business risk and
financial risk. The more debt a firm has, the more financial risk it has. Business
risk is not affected by the amount of leverage, but if a firm has more debt and less
equity than another firm with the same amount of business risk, the more
leveraged firm will be more risky.

DOES A FIRM’S COST OF EQUITY CHANGE WITH CHANGES IN
LEVERAGE?

Yes. Financial principles indicate unequivocally that if two firms have the same
level of business risk, the firm with more debt has a higher cost of equity. In past
cases, witnesses for Staff and RUCO have recognized this fundamental finance
principle.

DOES ARIZONA-AMERICAN HAVE MORE LEVERAGE THAN THE
AVERAGE WATER UTILITY IN THE SAMPLE YOU HAVE ADOPTED
TO ESTIMATE DCF EQUITY COSTS?

Yes, it does. Table 1 shows Arizona-American’s common equity ratio and the
average common equity ratio for the sample of water utilities I use to estimate the
cost of equity. Arizona-American is more highly leveraged.

HAVE YOU PREPARED A TABLE TO SHOW HOW THE COST OF
EQUITY INCREASES AS LEVERAGE INCREASES?

18
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Yes. Table 5 shows how the cost of equity increases as leverage increases. Based

on finance theory, I have assumed the overall incremental cost of capital stays the

same if a water utility takes on more financial risk than the average water utility.?
Arizona-American has an equity ratio of approximately 40% supporting its
operations. That 40% equity ratio compares to the average for the sample water

utilities of 50%. Table 5 indicates that with an equity ratio of 40% the cost of

equity for a water utility is expected to be 80 to 90 basis points higher than it is for

the average utility in the water utilities sample I use to determine DCF equity

O 00 N1 N b A WN
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BASED ON A CONSIDERATION OF FINANCIAL RISK, DOES
ARIZONA-AMERICAN REQUIRE A HIGHER ROE THAN THE WATER
UTILITIES IN YOUR WATER UTILITIES SAMPLE?
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Yes, it does. In past cases, Staff has recognized that additional financial risk

14 justifies a higher than average ROE. Table 5 shows that the additional financial
15 risk of Arizona-American justifies a risk premium of 80 to 90 basis points. To be
16 conservative, however, 1 recommend adding only 60 basis points to recognize
| 17 Arizona-American’s additional financial risk.
E! 18 | Q. PLEASE TURN TO YOUR COMMENTS ABOUT BUSINESS RISK. DOES
19 ARIZONA-AMERICAN HAVE LARGER AND MORE UNCERTAIN
20 INVESTMENT REQUIREMENTS THAN WATER UTILITIES NOT
t 21 OPERATING IN ARIZONA?
% 22 I A. Yes. A particular concern in Arizona is the federal government’s revision of the

? The basis for this theory goes back to Franco Modigliani and Merton Miller, “The Cost
of Capital, Corporation Finance, and the Theory of Investment,” American Economic
Review, 48 No. 3 (June 1958), 261-297. Based on this theory, within a reasonable range
of common equity ratios, “leverage may not matter” and thus the incremental total cost of
capital will stay the same as leverage increases but common equity costs will increase.
The analysis in Table 5 assumes any tax-savings benefits of debt are passed through to
26 ratepayers.

NN
HOW

[\
()

i
FENNEMORE CRAIG
A PROFESSIONAL CORPORATION 1 9
PHOENIX

| 8




LY

|

O 0 N N A WN e

NN NN NN R e ket e b ek ek ek e
hn B W N = O W 0NN R WN e O

26

FENNEMORE CRAIG

PROFESSIONAL CORPORATION

PHOENIX

> 2

arsenic drinking water standard from 50 PPB to 10 PPB. Arsenic is naturally
occurring and is very prevalent in the southwestern region of the United States.
From a risk standpoint, this new regulation will have a much greater impact on
water companies in Arizona than on water utilities operating in other parts of the
country where arsenic is not a major concern. The utilities in the water utilities
sample used to make the benchmark DCF equity cost estimates do not face the
same level of exposure to this risk as do companies in Arizona. Thus, this new
federal requirement increases Arizona-American’s risk when compared to the
water utilities in Table 1. With the more stringent arsenic requirement, Arizona-
American faces all of the risk that flows from having to make substantial new
investments to meet the EPA requirements. Above, I explained that when a utility
must make larger investments than other utilities, it becomes more risky.
Undoubtedly, Arizona-American will need to make relatively more investments to
meet the arsenic MCL than the utilities in Table 1 and thus it is more risky.

DOES BUSINESS RISK INCREASE FOR OTHER REASONS?

Yes. Risk also increases because Arizona-American’s rates are set based on an
historical test period, with limited post test period adjustments. However, rate
relief must be requested prior to investments being made, if the utility is to recover
all of its costs. If such investments and operating costs are not recognized for
Arizona-American because of a strict adherence to an historical test period, the
uncertainty of the Company making its authorized ROE will increase substantially.
HAVE YOU ADJUSTED YOUR ESTIMATES OF EQUITY COSTS MADE
FOR UTILITIES IN YOUR WATER UTILITIES SAMPLE TO REFLECT
ARIZONA-AMERICAN’S GREATER BUSINESS RISKS?

No, I have not. It is my ﬁnderstanding that Staff has refused to adjust

recommended ROEs to recognize that water utilities in Arizona have the added

20
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business risks I have identified above. Thus, to eliminate an issue and to be
conservative, I have not included a risk premium for such added business risks in
my recommended ROE. |

DOES ARIZONA-AMERICAN REQUIRE A RISK PREMIUM ABOVE
EQUITY COSTS FOR WATER UTILITIES IN YOUR SAMPLE?

Yes. Considerations of financial risk alone justify an adder for Arizona-American
of more than 60 basis points and thus it is a conservative measure of the risk
premium that Arizona-American requires.

DCF ANALYSES

DO YOU HAVE ANY GENERAL OBSERVATIONS ABOUT FINANCIAL
CONDITIONS AND FORECASTS THAT PROVIDE PERSPECTIVE
ABOUT THE COST OF. EQUITY NOW FACED BY ARIZONA-
AMERICAN?

Yes. Table 6 shows that, with the exception of 2000, interest rates for Baa
corporate bonds are forecasted to be higher than they were in every year since
1996. Although current yield for Baa bonds of 7.84% is within the range that
prevailed from 1996 to 2001, a consensus of institutional forecasts complied by
Blue Chip indicates Baa rates are expected to increase to 8.1% by early 2003 and
up to 8.2% in 2004. To the extent that changes in interest rates reflect changes in
costs of equity for Arizona-American, the Company’s current cost of equity is no
lower today than it was during the last six years.

DO YOU HAVE ANY OTHER GENERAL OBSERVATIONS?

Yes. As shown in Table 7, authorized ROE:s for larger Arizona water, sewer and
gas utilities (prior to the ROE award for Arizona Water Company’s Northern
Group in December 2001) fell in a range of 10.5% to 12.0% when Baa rates fell in
a range of 7.22% to 8.37%. Also during the period 1997 to 1999, when Baa rates

21
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fell in a range of 7.22% to 7.88%, evidence supporting an appropriate ROE for
Paradise Valley Water (now Arizona-American)® was presented, considered and
reconsidered, and the Commission authorized a ROE of 11%. The equity cost
estimates I present below are consistent with current and forecasted Baa rates
being the same or slightly higher than rates prevailing when the 11% ROE for
Paradise Valley Water was established and the 10.5% to 12.0% range of ROEs
shown in Table 7 were authorized for other Arizona water, sewer and gas utilities.
WAIT A MINUTE. STAFF HAS ARGUED THAT AUTHORIZED ROEs
SHOULD BE SET AT LOWER RATES TODAY THAN IN THE PAST.
ARE THERE ANY GENERAL CHANGES IN CREDIT CONDITIONS
THAT INDICATE THE COST OF EQUITY IS LOWER TODAY THAN IN
THE PERIOD 1996 TO NOVEMBER 2001?

No. Interest rates are not lower. And, if anything, the stock market is more
volatile and more risky. Recent Staff recommendations to set authorized ROEs at
much lower levels than in the past are not the result of changes in interest rates or a
reduction in the risk faced by Arizona utilities. Instead, they are the result of

changes in the methods, opinions and assumptions now being used by Staff to

estimate equity costs.

PLEASE PROVIDE AN OVERVIEW OF YOUR APPROACH TO THE
DETERMINATION OF DCF EQUITY COST ESTIMATES.

An ROE for Arizona-American that is fair to ratepayers, allows Arizona-American
to attract capital on reasonable terms, and maintain its financial integrity is
Arizona-American’s cost of equity. As I explained above, that return should be
commensurate with returns investors expect to earn on investments of comparable

risk. To estimate that cost of equity, the analyst requires market data that reveal

Paradise Valley Water’s name was changed in 2001 to Arizona-American.

22
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investors’ required returns, but such data are not available for Arizona-American.
There is no “pure play” company that is perfectly comparable to Arizona-
American. The water utilities in Table 1, however, provide the same service and
thus provide a useful starting point in the determination of Arizona-American’s
cost of equity. As shown in Table 4, the utilities in the gas utilities sample used to
make additional equity cost estimates have beta risk and Safety Ranks comparable
to the sample water utilities and thus equity costs based on that gas utility sample
also provides another useful equity cost benchmark.

As explained above, Arizona-American is more risky than the sample water
utilities and gas utilities because it is more leveraged than the companies in Table
1. In this section of my testimony, I determine average equity costs for the two
utility samples based on the DCF model. I also provide a check on that range of
equity cost estimates by computing internal rates of return for Middlesex Water
and Connecticut Water Service that are consistent with market data and reasonable
expected premiums if those utilities are acquired or in mergers. Arizona-
American’s equity cost is higher than those benchmark estimates because it is
more risky and thus I add 60 basis points to those equity cost estimates to
determine the cost of equity for Arizona-American.

PLEASE EXPLAIN THE DCF METHOD OF ESTIMATING THE COST
OF EQUITY.

The DCF model computes the cost of equity as the sum of an expected dividend
yield (“D,/P,”) and expected dividend growth (“g”). The expected dividend yield
is computed as the ratio of next period’s expected dividend (“D,”) divided by the
current stock price (“P,”). Generally, the constant growth model is computed with
formula (1) or (2): A

(1) Equity Cost = D/Pox (1+ g + g

23
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(2) Equity Cost = D/P, + g

where Dy/P, is the current dividend yield and D,/P, is found by increasing the
current yield by the growth rate. The DCF model is derived from the valuation
model shown in equation 3 below:

3 P, = D,/(1+k) + D,/(1+k)*+ ...+ D,/(1+k)",

or, alternatively,

4 P, = D,/(1+k) + Dy/(1+k)* + E(P)/(1+k)?,

where, if no premium price is expected,

(5) E@P,) = D,/(1+k) + D/(1+k)* +...+ D /(1+k)",

and where k is the cost of equity; n is a large number; P, is the current stock price,
D,, D,, . .. D, are the cash flows expected to be received in periods 1, 2, . . . n,
respectively. In the case of an expected acquisition or merger, P, is the price the
investor expects to receive at the end of the second period (be it cash or the value
of securities offered in a merger).

DO YOU HAVE ANY SPECIAL CONCERNS WITH USING THE DCF
MODEL TO ESTIMATE EQUITY COSTS FOR WATER UTILITIES AT
THIS TIME?

Yes. If investors believe a water utility is a potential merger/acquisition candidate,
its stock price will increase to reflect the probability and value expected from the
merger/acquisition. Table 2 reports premiums investors have recently received or
expect to receive from mergers and acquisitions have been in a range of 35% to
59%. With reference to equation (4) above, if investors expect similar premiums
for a water utility, the current price (P,) will be bid up to reflect the expected price
from the acquisition, E(P,), instead of the stream of future‘ cash flows shown in
equation (5). In such a situation, investors do not expect a simple pattern of

growth in cash flows. Therefore, the constant growth DCF model no longer
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applies, and mechanical application of the constant growth DCF model will
understate the cost of equity.

GIVEN YOUR CONCERNS WITH MARKET PRICES FOR WATER
UTILITY STOCKS REFLECTING POTENTIAL FUTURE PREMIUMS
FROM MERGERS, HOW HAVE YOU PROCEEDED IN THIS CASE?
Initially, I use data for the four water utilities in Table 1 and data for the gas
utilities in Table 3 to make DCF equity cost estimates with equation (2). Because
all water utilities may have prices somewhat biased upward as investors bid up
prices in anticipation of the next, currently unknown, acquisition offer, the DCF
equity cost estimate for the comparable risk gas utilities becomes very important in
my considerations. I also use equation (4) — which is essentially the DCF model
written in a different way — to solve for the cost of equity (“k”) as an internal rate
of return that equates the current price investors are willing to pay for Middlesex
Water and Connecticut Water Service with current dividends, initial and longer-
term estimates of dividend growth, and a range of pfemiums investors could
reasonably expect from future sales of those companies. As explained above, I
singled out Middlesex Water and Connecticut Water Service from the other water
utilities based on the relatively high price increases investors have paid for the
stocks of those companies in the last 3 years.

WHAT WATER UTILITY SAMPLE HAVE YOU USED TO MAKE YOUR
BENCHMARK DCF EQUITY COST ESTIMATES?

I use the sample composed of American States Water, California Water Service,
Philadelphia Suburban Corporation and SJW Corp. As stated, these four
companies are all of the water utilities relied upon by Staff in it estimates of DCF
equity costs in the Green Valley Water Company case in February 2002 that have

more than 60% of their revenues coming from water utility operations, are not
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Q.

currently involved in merger transactions and are not likely acquisition candidates.

My DCF equity cost range for this sample is reported in Table 13.

HOW DID YOU COMPUTE CURRENT DIVIDEND YIELDS?

The current dividend yield (“Dy/P,”) is computed as the average of the highest and

lowest dividend yields during two periods ending in July 2002. The value for Dy is

computed as the sum of the current indicated quarterly dividend and the three prior
quarterly dividends for each stock. The high and low prices used to compute the

dividend yields are found from data for the most recent 3-month and 12-month

periods. Estimates of current dividend yields (in equation 1, “D/P,”) are reported

in Table 8.

HOW DID YOU ESTIMATE GROWTH RATES?

In estimating growth rates, I assume investors rely upon an average of analysts’.
forecasts of future sustainable growth and forecasts of future EPS growth when

they form their opinions about future expected growth prospects. To the extent
that past DPS and EPS growth provide an indication of future growth prospects,

analysts take such past information into account when they form their forecasts of
the future.* Once such growth estimates are made, investors buy or sell shares of
the stocks until the expected return from the dividend yields plus the growth

projections equal the investors’ discount rate.

WHAT DO YOU MEAN BY THE “INVESTORS’ DISCOUNT RATE”?

* This statement is consistent with an empirical study conducted by David A. Gordon,
Myron J. Gordon and Lawrence I. Gould “Choice Among Methods of Share Yield,”
Journal of Portfolio Management (Spring 1989), pp. 50-55. They found that a consensus
of analysts’ forecasts of earnings per share for the next five years provides a more
accurate estimate of growth required in the DCF model than 3 different historical
measures of growth. They explain that this result makes sense because analysts would
take into account such past growth as indicators of future growth as well as any new
information. As a result, one should expect analysts’ forecasts of growth to be superior
measures of growth required by the DCF model.

26




o dsowm'm ek e m b wm

O 0 NN AN bR W

NN NN NN b ke e e e md e el e
R W N = OO 00N Y R W e O

26

FENNEMORE CRAIG
A PROFESSIONAL CORPORATION
PHOENIX

A. By “investors’ discount rate” I mean the discount rate that is relevant for the
particular stock for the investors who last bought and sold it.’ It is the discount
rate that will just make the present value of all expected future cash distributions to
those investors equal to the fnarket price for a share of stock. That discount rate is
also the cost of equity. It is the discount rate where the supply of shares of the
stock equal the demand for shares of the stock.

WHAT IS SUSTAINABLE GROWTH?

°

A. Sustainable growth is a useful indicator of DCF growth that can continue for a
relatively long future period of time. Generally, it is derived by combining
expected growth from future internal sources (retained earnings) and expected
future growth from external sources (sales of common stock above book value).

Q. HAS THIS MEASURE OF DCF GROWTH BEEN DISCUSSED IN THE
FINANCE LITERATURE? |

A.  Yes, it has. Myron Gordon is sometimes called the father of the DCF model. In
his 1974 book,® Gordon explains that sustainable growth can be expected to come
from two sources: from retained earnings (“BR” growth) and from sales of
common stock when prices exceed book value (“VS” growth) in the following
formula:

g=BR + VS,
where
g=  sustainable growth,

B = the retention ratio,’

> These investors are called the “marginal” investors. Other investors, not on the margin,
may have higher discount rates and thus do not buy the stock or lower discount rates and
thus retain their positions in the stock.

¢ M. J. Gordon, The Cost of Capital to a Public Utility (Michigan State University, 1974).

” The retention ratio is computed as (1 - the ratio of dividends divided by earnings).
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R = the expected rate of return on common equity,
V= 1 - (book value/market value), and
S = the fraction of new common equity investors expect a water utility to
raise from selling more common stock.
Gordon explains why VS growth can be expected when market prices exceed book
value but why VS growth is not expected to come into play when market prices are
below book values.

HOW DO YOU ESTIMATE EXPECTED BR GROWTH?

°

It is investors’ expectations of what the retention ratio (“B”) and the expected
return on common equity (“R”) will be in the future which determine this portion
of expected sustainable growth. Multiplying B times R gives the estimate of future
sustainable growth from retained earnings. Investors look for measures of future
growth when pricing stocks. I have used Value Line projections of future returns
on equity, future dividends per share and future earnings per share to make the
forecasts of BR growth when they were available. This information is probably the
most widely available source of forecasted earnings and retention ratios available
to investors. For SYW Corp, I have based my estimate of BR growth on an average
of historical data® because Value Line forecasts are not available. The estimates of
BR growth for each of the sample water utilities and the sample average are
reported in Table 9.

Q. HAVE YOU ESTIMATED VS GROWTH FOR THE SAMPLE WATER

UTILITIES?
A.  Yes. My estimates of VS growth for the sample of water utilities are presented in

Table 10. Water utilities in the sample have sold stock at prices in excess of book

® The averages are based on past DPS, EPS and ROEs for the period 1996 to 2000.
Retention ratios assume past fgrowth in DPS and EPS continues for five years to be
comparable with the estimates for the other water utilities.
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value in recent years and have thus achieved VS growth. Knowledgeable investors
would expect such VS growth in the future. Past history and available forecasts
indicate investors expect the water utilities in the sample to issue more shares of
stock over time. Thus, there will be a positive “S” in VS growth. Also, the
average current market-to-book ratio for the sample of water utility stocks is
approximately 2.0. Unless stock prices drop to less than half of their current
values, there will be a positive “V” for the foreseeable future.

Q. IN THE GREEN VALLEY WATER CASE, STAFF ARGUED THAT THE
FINANCIAL IMPLICATIONS OF A MARKET-TO-BOOK RATIO
GREATER THAN 1.0 IS THAT INVESTORS EXPECT THE SAMPLE
WATER UTILITIES TO EARN BOOK RETURNS ON EQUITY GREATER
THAN THEIR COST OF EQUITY. DO YOU AGREE?
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No. There are a number of reasons investors may bid up market prices for stocks

above book values other than an expectation that a water utility will earn more

—
EAN

than its cost of equity. In testimony presented before the Oregon Public Utilities

—
(9]

Commission, Mr. John Thornton, who is now the Commission’s Chief of the

[
(o)}

Accounting and Rates Section, listed the following six reasons: (1) public utility

[W—
~J]

commissions do not issues orders simultaneously in all jurisdictions; (2) not all of

o
o0

a company’s earnings are regulated; (3) regulatory expenses, revenue and rate base

[y
O

adjustments may cause accounting returns to differ from those calculated on a rate

N
(e

case basis; (4) actual sales do not equal sales assumed in a rate case; (5) market

[\®]
[

expected ROEs change frequently while rate-case authorized ROEs do not; and (6)

N
N

regulated subsidiaries constitute only a piece of a holding company pie.” While I

[\
w

agree with Mr. Thornton that those six factors may explain a market price being

NN
w A

? Testimony filed by agency staff in Oregon Public Utility Commission case UM 903,
26 | dated November 9, 1998.
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above book value even if investors expect the water utility to earn no more than its
cost of equity, there are at least four more obvious reasons.

WHAT IS THE SEVENTH REASON?

As discussed above, the Arizona Constitution and decisions by the Arizona courts
require rates and revenue requirements to be based on the fair value of the utility’s
property at the time of inquiry, not an OCRB. Thus, it is clear that in Arizona, at
least, investors should expect that market prices for shares of common stock for
utilities that have a FVRB that is larger than the OCRB to exceed book values
even if the utility is earning no more than its cost of equity.

LET’S TURN TO COMMON STOCKS IN YOUR SAMPLE THAT DO NOT
PRIMARILY OPERATE IN ARIZONA. WHAT ABOUT THEM?

There are least three other reasons that market prices will exceed book values even
in states where OCRB is the basis for regulation. The eighth is based on the
concept of opportunity cost. Table 11 shows earned ROEs, authorized ROES and
market-to-book ratios for companies C. A. Turner included in its water utility
category and market-to-book ratios for 721 industrial companies in what Value
Line calls its Industrial Composite. This table shows that the level of market-to-
book ratios for industrial companies provides another explanation why market-to-
book ratios for water utilities exceed 1.0 even though water utilities have, on
average, earned less than their costs of equity. Quite simply, as the composite
market-to-book ratio for industrial companies has increased, so has the market-to-
book ratio for water utilities, but by less. Investors take into account alternative
returns that can be made from invésting in industrial stocks, i.e., opportunity costs,
as well as ROEs earned by water utilities.

WHAT IS THE NINTH REASON?

It is that investors may expect a city or some other public entity to condemn all or
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part of a water utility and that the public entity will be required by a court to pay
the utility the fair market value for it. Water utilities typically have assets that
have a value based on reproduction cost new that exceed book value. I have
testified on the value of water utility properties and electric utility properties in
various court cases in California, Utah and Oregon. Based on my experience, in
situations where only a portion of the utility is being condemned, valuations based
on both reproduction cost new less depreciation and the income approach indicate
utility property has a value well in excess of book value. Investors would be aware
that courts can be expected to award potential condemnation values well in excess
of book values even if the utility earns no more than its cost of equity.
WHAT IS THE TENTH REASON?
The tenth reason is based on investors recognizing merger and acquisition prices
reported in Table 2, that have been well above book values, can be expected if the
water utility is acquired. Three years ago, Value Line advised investors that those
acquisition prices could be as much as four times book value.! With such
anticipated sale prices well above book values, a water utility would also be priced
above book value even if the water utility made no more than its cost of equity.
Naive arithmetic models may suggest market prices would not be above
book values unless investors expected water utilities to earn more than their costs
of equity. The ten reasons listed above explain why one should not be surprised to
find market prices exceed book values. Such naive models are too simple to
explain all of the things of importance to investors and why it is reasonable to
expect a positive value for “V” even if water utilities are expected to earn no more

than their costs of equity. If mechanically applied, such models would place

' Value Line said, “Investors who hold shares of an acquisition target are poised to profit
handsomely, since some purchases have been for as much as four times book value.”
Value Line Investment Survey, August 6, 1999, page 1405 (copy attached).
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utilities at a disadvantage in competing for investment capital with industrials and
other unregulated companies, whose stock trades well above book value.

IF YOU DID NOT INCLUDE AN ESTIMATE OF VS GROWTH IN YOUR
ESTIMATES OF SUSTAINABLE GROWTH, WOULD YOU HAVE TO
ADJUST YOUR EQUITY COST ESTIMATES?

Yes. If the sample water utilities are expected to issue more shares of common
stock in the future (i.e., “S™ is expected to be positive), but VS growth is excluded
by the analyst, the exclusion of VS growth implies a hypothetical market price
equal to book value and thus the value for “V” would be zero. But if such a
hypothetical stock price is assumed for the sample water utilities, for consistency,
the hypothetical price should also be assumed to be equal to book value to
compute dividend yields. In that case, the hypothetical stock price would be lower
and the dividend yield would have to double. This increase in average dividend
yield (of about 350 basis points) would more than offset the elimination of VS
growth (of approximately 130 basis points). Therefore, if consistent assumptions
are made and only BR growth is recognized in the DCF analysis for water utilities,
the implied average cost of equity increases by more than 200 basis points.

DO YOU ADVOCATE USING SUCH HYPOTHETICAL PRICES IN THE
DCF ANALYSIS?

No. A market-based cost of equity estimate should recognize VS growth and real
market prices. The eﬂridence indicates that investors can realistically expect both
V and S to be positive, and thus stock prices (and dividend yields) already reflect
expected VS growth. If investors expect VS growth for the water utilities sample
and it is not recognized by the analyst, the analyst’s estimate of the cost of equity
will be biased downward.

SHOULD THE COMMISSION RECOGNIZE VS GROWTH EVEN IF
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ARIZONA-AMERICAN DOES NOT PLAN TO ISSUES SHARES OF
COMMON STOCK TO THE PUBLIC?

Yes. VS growth is part of the growth investors could reasonably expect for the
water utilities’ sample being used to estimate the equity cost; it has nothing to do
with whether Arizona-American does or does not issue shares of common stock.
If investors expect VS growth for the water utilities sample and it is not recognized
in the estimate of sustainable growth, the cost of equity for the sample water
utilities will be understated. The inclusion of VS growth is required to obtain a
correct estimate of the cost of equity.

WHAT IS YOUR ESTIMATE OF AVERAGE SUSTAINABLE GROWTH?
Combining the evidence on expected VS and BR growth rates, the estimate of total
sustainable growth is 7.4%. That value is developed in Table 9.

ARE THERE OTHER INDICATORS OF FUTURE GROWTH THAT
INVESTORS MAY RELY UPON WHEN PRICING SHARES OF WATER
UTILITY COMMON STOCKS?

Yes. Other estimates of forward-looking growth available to investors are
analysts’ forecasts of future EPS growth. Table 12 shows estimates of future EPS
growth rates reported by First Call for American States Water and Philadelphia
Suburban as well as the analysts’ average forecast for the water utility industry.
There are few analysts that follow water utility stocks, and even if there is a
reported five-year EPS forecast, it may be one made by a single analyst and thus is
not a consensus forecast. As a result, I have relied upon the industry average
forecast reported by First Call in my analysis instead of the limited data for the
companies. I have also considered Value Line’s forecasts of EPS growth for the
water utilities for which those forecasts are available. The average of analysts’

forecasts and Value Line forecasts is 7.1% at this time, which is close to my 7.4%
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estimate of sustainable growth.

HOW DID YOU UTILIZE THIS INFORMATION ON DIVIDEND YIELDS
AND ESTIMATED FUTURE GROWTH TO MAKE YOUR DCF
ESTIMATE?

I adopted an average of my estimate of sustainable growth and analysts’ forecasts
of growth to determine an overall average growth of 7.2%. I then used the
constant growth DCF model specified in equation (1) to compute the DCF equity
cost range for the water utilities sample. Table 13 shows the application of this
specification of the DCF model to determine the estimated equity cost of 11.1%
for the water utilities sample.

This estimate of the cost of equity for the water utilities sample, however,
understates Arizona-American’s equity cost. As explained above, Arizona-
American is more leveraged and thus its cost of equity is at least 60 basis points
higher than the cost of equity for the typical water utility in the sample.
Recognizing the premium for this added risk, the information for the sample water
utilities indicates the cost of equity for Arizona-American is 11.7%.

DID YOU DEVELOP A SECOND ESTIMATE OF THE COST OF EQUITY
WITH THE DCF MODEL?

Yes. Another benchmark DCF estimate of the cost of equity was derived from
similar data and a comparable analysis for the sample of gas utilities in Table 3.
Table 4 shows the average gas utility in that sample has approximately the same
risk as the average utility in the water utilities sample. The utilities in the gas
utilities sample are all of the gas utilities relied upon by Staff to determine equity
costs in the Black Mountain Gas Company rate case, Docket No. G-03703A-01-
0263, that have at least 60% of their revenues from gas operations (as reported by

C. A. Turner Utility Reports), are not being investigated for fraud, are not a gas
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producer and have at least one bond rating of A or better published by Moody’s or
S&P. To be conservative, I reduce the equity costs for the gas utilities sample by
50 basis points to determine another estimate of the required ROE for a water
utility of risk comparable to the water utilities sample. I then add 60 basis points
to the adjusted equity cost estimate to determine another equity cost estimate for
Arizona-American.

Q. WHERE DID YOU CALCULATE DIVIDEND YIELDS FOR THE GAS
UTILITIES SAMPLE?

O 0 93 N wn A WwWN

A. Table 14 shows the calculation of current dividend yields for the three-month and

the twelve-month periods ending in July 2002.
WHAT IS SHOWN IN TABLE 15?

—
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Table 15 shows my calculations of BR growth based on Value Line forecasts for

o
>

utilities in the gas utilities sample, VS growth and average sustainable growth. I

used the same method to compute BR growth for the gas utilities that I used to

[y
S

compute BR growth for the utilities in the water utilities sample.

WHERE DID YOU DEVELOP THE ESTIMATES OF VS GROWTH?

—
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In Table 16. Because the gas utilities are not expected to issue as many shares of

3
>

common stock as the utilities in the water utilities sample and have lower market-

o
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to-book ratios, the estimated VS growth is smaller than it is for the water utilities.

WHAT IS YOUR ESTIMATE OF AVERAGE SUSTAINABLE GROWTH?

N N =
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5.9%. That growth rate for the gas utilities is developed in Table 15.
HAVE YOU ALSO EXAMINED ANALYSTS’ FORECASTS OF FUTURE
EPS GROWTH?

NONN
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Yes, I have. Analysts’ forecasts of EPS growth for the next five years are

available to investors from a number of sources. Table 17 shows averages of

[\
w

26 analysts’ forecasts as reported by First Call as well as forecasts published by
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Value Line. The average of those forecasts is 6.4%.

Q. WHERE DO YOU REPORT THE RESULTS OF YOUR DCF ANALYSIS
FOR THE GAS UTILITIES?

A. Table 18 reports the results of the DCF analysis for the gas utilities sample. In
making these estimates, I have a(iopted a growth rate of 6.1%, the average of the
estimates of sustainable growth and analysts’ forecasts of growth. To determine
the equity cost that is a proxy for the cost of equity of the water utilities sample, 1

reduced the equity cost estimates shown in Table 18 by 50 basis points, but then

O 00 NN N A W

add 60 basis points to reflect the higher financial risk of Arizona-American. These
data indicate that Arizona-American has an equity cost that falls in a range of
12.0% to 12.1%.

PLEASE TURN TO YOUR ANALYSIS OF EQUITY COSTS FOR
MIDDLESEX WATER AND CONNECTICUT WATER SERVICE. WHY
ARE YOU CONCERNE]_) ABOUT INCLUDING THEM IN THE SAMPLE
YOU USE TO ESTIMATE EQUITY COSTS WITH A STANDARD DCF
MODEL?

e e T
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I am concerned because a standard version of the constant growth DCF model

produces implausible equity cost estimates. The estimates are implausible because

[y
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they are below the cost of investment grade bonds. This can be seen by calculating

-y
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|
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equity costs for them with data previously presented by Staff in the Green Valley

Water Company rate case. In that case, Staff estimated these companies would

N
[E

have approximately 4% growth. Table 19 shows the range of prices paid for

N
N

shares of Connecticut Water Service and Middlesex Water during the last three

[\
w

months. With average dividend yields of 3.28% and 3.84%, the constant growth

[}
=N

DCF model would indicate the equity cost for those companies would fall in a

N
(9]

26 range of 7.4% to 8.0%. Such an equity cost range is not credible when the market
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cost of investment grade bonds is currently 7.84% and is expected to rise to 8.2%.
See Table 6. Obviously, something else must be going on in the minds of
investors. Risk adverse investors would not bid up stock prices so high that they
expect a return from common stocks that is about the same as the return on lower
risk bonds.

WHAT DID YOU DO?

I used a different approach to estimate a range of equity costs for Middlesex Water
and Connecticut Water Service based on evidence that indicates their stock prices
include an anticipated stock price premium resulting from either a future merger or
being acquired. Table 2 shows that from 1999 to the present, there have been a
number of mergers and acquisitions in which investors have received premiums of
between 35% énd 59% at the time the merger/acquisition were concluded.
Between December 1998 and December 2001, re-invested returns for American
Water Works, American States Water, California Water and Philadelphia
Suburban increased by 32.3%. During that same period, Middlesex Water’s
common shares provided a re-invested return of 59% and Connecticut Water
Service shares provided a re-invested return of 89%, increases that were 20% and
39%, respectively, higher than the average increases for other water utilities. The
obvious explanation for the above-average increases in common stock prices for
Connecticut Water Service and Middlesex Water is that investors expect them to
be acquired at a premium of receive favorable compensation from a merger similar
to those premiums received by the water utilities listed in Table 2.

IS IT REASONABLE FOR INVESTORS TO EXPECT SUCH PREMIUMS?

Yes. As mentioned above, three years ago Value Line advised investors that
owners of water utilities that were acquired could receive premiums of as much as

four times book value. Value Line Investment Survey, August 6, 1999, page 1405
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(copy attached). More recently, Value Line has pointed out on numerous occasions
that the smaller water utilities are logical merger/acquisition candidates and that
such mergers are justified by potential cost savings, obtaining more customers and
greater geographical diversity. The cost savings are expected from economies of
scale, synergies and lower costs of financing that are available to larger firms. See
Value Line Investment Survey, May 3, 2002, page 1420 (copy attached).

HOW DID YOU ESTIMATE THE RANGE OF EQUITY COSTS FOR THE
TWO WATER UTILITIES?

I based my estimates on the version of the DCF model I have identified as
equation (4) above and assumed investors expect to receive a premium price when
the stock is sold. I compute that premium price by increasing the price that would
be computed with equation (5) by a potential range in premiums investors could
expect based on past premiums reported in Table 2. In order to determine the
equity cost, I solve for the internal rate of return that makes the expected cash
flows on the right-hand side of equation (4) equal to the price investors are willing
to pay today, P, on the left-hand side of equation (4).

WHAT IS SHOWN IN TABLE 19?

To avoid potential bias by choosing a “spot” price and to avoid potential criticism
by using an average price, | have computed the equity cost estimates assuming the
current price (P,) is either the highest or the lowest price during the last three
months. Table 19 also shows the price that would be paid to buy one share of
stock of each company at the highest and the lowest prices during the last 3
months and the dividends received from the two shares.

WHAT IS SHOWN IN TABLE 20?

Table 20 shows the results of my internal rate of return analysis. I do not know

exactly what premiums investors expect to receive when and if the stocks are
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acquired or the Company’s merge and thus have made my analysis with ranges of
premiums and ranges of time in which the acquisition/merger is expected to occur.
I have assumed investors expect to receive a premium within the range of
premiums shown in Table 2 that owners of other water utilities received. I have
also assumed the acquisition/merger is expected to occur between two and three
years into the future.

WHAT GROWTH RATES HAVE YOU ASSUMED?

There are no widely-available forecasts of DPS growth for either water utility.
Thus, for this analysié; I assume Middlesex Water and Connecticut Water Service
initially achieve the projected DPS growth Staff relied upon in the Green Valley
Water Company case, as reported in Staff Schedule JMR-4, and further assume
that rate of growth continues until the time of the merger. For the terminal growth
rate, I assume investors expect these utilities to realize the forecasted industry
average growth in EPS of 6.75% provided by First Call and reported in my Table
12.

GOING FROM LEFT TO RIGHT, PLEASE EXPLAIN EACH ENTRY ON
THE FIRST LINE OF TABLE 20.

The first entry is the assumed initial growth in DPS of 3.13%, the projected DPS
growth rate Staff relied upon in the Green Valley Water Company case. The
second entry is the terminal growth of 6.75%. It is used to determine the terminal
price of the stock (see equation (5) above) that would occur if investors did not
expect a premium when the stock is sold. The third entry of 35% is the smallest
premium from Table 2. The fourth entry is the current dividend; in terms of the
DCF models presented above, it is D,. Because I have assumed one share of each
stock is owned at the beginning of the period, the combined dividend is $1.64.

The fifth entry is the number of years assumed before the merger or acquisition, in
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this case a three-year period. The sixth entry is the outlay made at the start of the
period to buy one share of each stock. Entries 7, 8 and 9 are the positive cash
flows investors would expect to receive with the various assumptions. To be
conservative, all cash flows are assumed to be received at the end of the years.
The final cash flow includes dividends for the year as well as the sale of the stock
at a 35% premium over what the price would have been if investors did not expect
to sell it at a premium. The final two entries are estimates of the cost of equity.
The first of the two is a trial equity cost value that I adjusted until it equaled the
internal rate of return computed from the indicated cash flows.

WHAT DO YOU CONCLUDE FROM YOUR INTERNAL RAT E OF
RETURN ANALYSIS?

I conclude that if investors expect premiums from the sale of these stocks that fall
within the range of premiums received in recent past mergers and acquisitions, and
if those investors also expect growth in dividends that I assumed, the average
equity cost for Middlesex Water and Connecticut Water Service falls in a range of
10.4% to 13.2%. These v.alues, of course, depend upon the assumptions being
made. While I think the assu_rﬁptigns I have made are reasonable and consistent
with available ev.idence, I do not give this analysis the same weight I give my DCF
equity cost estimates. 1 do note, however, that my estimated DCF equity cost
range for the wafer utilities sampic of 11.1% to 11.5% falls well within the range
of 10.4% to 13..’2% and thus‘ this evidence on the cost of equity for Middlesex
Water and Connecticut Water. Service is ;iot inconsistent with my other DCF

estimates.

RISK PREMIUM AND CAPM ANALYSES
DOES COMMON STOCK REQUIRE A RISK PREMIUM WHEN
COMPARED TO BONDS?

40




1 |A.  Yes. There are legal, theoretical and empirical reasons common stock requires a
2 higher return than bonds. Debt payments take precedent over distributions to
3 common stqck holderé ai;d thus a posiﬁve risk premium is expected when
4 determining Arizona-American’s cost of equity. Such a risk premium combined
5 with a forward-looking estimate of the cost of debt provides the basis for a risk
6 premium estimate of the cost of equity.
7 1Q. DO YOU EXPECT RISK PREMIUMS TO BE CONSTANT?
8 |A. No. The theoretical work of Gordon and Halpern,'' and numerous empirical
9 studies, including a 1989 study by the staff of the Oregon Public Utility
10 Commission, a 1993 study by the staff of the Virginia State Corporation
11 Commission, and a 1997 decision of the California Public Utilities Commission
12 indicate that changes in the cost of equity, while moving in the same direction as
13 changes in interest rates, are generally smaller than associated changes in interest
14 rates. Thus, risk premiums change in the opposite direction to changes in interest
15 rates. In the past, I have conducted empirical studies for gas utilities,
16 telecommunications companies, and electric utilities which corroborate the Gordon
17 and Halpern theory.
18 {Q. HOW IS THE BALANCE OF THIS SECTION OF YOUR TESTIMONY
19 ORGANIZED?
‘ 20 1A I present three equity cost estimates that were made with the risk premium
21 approach. These approaches are based on the assumption that risk premiums
22 which have occurred in the past can be expected to continue into the future. Also,
23 to be complete and provide perspective, I present an estimate of the cost of equity
24 made with the CAPM that is based on updates of methods Staff has used in the
25
11 «“Bond Share Yield Spreads Under Uncertain Inflation,” American Economic Review,
; 26 | 66 4 (September 1976) 559-565.
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past to implement the model.

PLEASE EXPLAIN YOUR FIRST RISK PREMIUM ANALYSIS.

The first analysis is presented in Table 21. Initially, I combined data on past
returns earned by water utilities'? and Baa corporate bond rates to determine the
past relationship between interest rates and realized returns for water utilities.
Panel A of Table 21 shows that realized ROEs for water utilities have decreased
less than yields on Baa corporate bonds.

Next, in this study and the second risk premium study, I assumed that ROEs
authorized by regulatory commissions provide, on average, unbiased estimates of
the cost of equity facing the utilities at different points in time. Every commission
decision will not provide every utility its cost of equity, but given the goals and
responsibilities of regulatory commissions, one should expect that, on average, the
cost of equity is awarded and thus the various commission determinations provide
an unbiased source of data to conduct the risk premium analysis. In Federal
Energy Regulatory Commission Docket No. ER93-465-000, et al., the Financial
Analysis Branch of FERC also adopted state regulatory commission
determinations of authorized ROEs to determine risk premiums for their cost of
equity analysis.

Data shown in Table 11 indicate that, on average, water utilities have
earned 88 basis points less than their authorized ROEs during the period 1991-
2001. For the analysis in Table 21, I made the conservative assumption that, on
average, costs of equity eqi;al authorized ROEs and are 40 basis points higher than
realized ROES to compute the risk premiums.

Panel A shows that when Baa corporate bond rates dropped by 83 basis

'2 The data were compiled by the Water and Natural Gas Branch of the California Public
Utilities Commission and are reported in Table 2-4 of its report in Application 01-10-028,
dated March 2002.
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points, ROEs dropped by 30 basis points and risk premiums increased by 53 basis
points. In relative terms, those changes mean that for every 100 basis point
decrease in the Baa bond rate,'? the risk premium has increased by 64 basis points.

Panel B of Table 20 takes the data for water utilities developed in Panel A
and combines it with a range of consensus forecasts of the Baa bond rates
compiled by Blue Chip in June 2002 for the period 2003 to 2004 to compute a
forecasted range of equity costs for a typical water utility. That range of
forecasted future Baa corporate bond rates combined with the past relationship
between Baa corporate rates and water utility ROEs indicates an estimated equity
cost of 11.4%. In July 2002, as reported in Table 6, the actual Baa/BBB utility
bond rate was 7.84%. With that current Baa/BBB bond rate, the indicated cost of
equity for a typical water utility is 11.3%.

Q. PLEASE EXPLAIN YOUR SECOND RISK PREMIUM ANALYSIS.

A. A second risk premium analysis was made using data for gas distribution utilities.
As in the prior study, ROEs authorized by regulatory commissions for different
utilities at different points in time are assumed to equal, on average, the respective
costs of equity. My analysis was made with the following model:

RP, = A, + (A x Baay),
where RP; is the risk premium computed by subtracting the measure of the interest
rate (Baa corporate bond rate) from the authorized ROE for the particular
commission decision, and A, and A, are the parameters estimated with a statistical
regression. If — as expected — risk premiums increase when interest rates fall, the
estimated slope (i.e., A,;) will be negative.

The results of the regression are shown in Table 22. I used data for 454

" For the last 25 years and 15 years, S&P’s average BBB corporate bond rates have been
virtually the same as yields on Moody’s Baa utility bonds; thus I use the term “Baa bond
rates” interchangeably.
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different litigated decisions during the period 1982 to 2002 to establish a database
for this analysis. The -.51 value for the “slope (A,)” coefficient means that as Baa
corporate bond rates fall, the risk premium goes up. The large t-statistic of -51.4
provides statistical support for a conclusion that risk premiums vary inversely with
interest rates. The regression result also indicates costs of equity for gas utilities
move in the same direction as changes in interest rates but change approximately
half as much as the cost of Baa bonds.

The results in Table 22 are used to estimate the range in which the cost of
equity for a typical water utility falls at this time. In making that estimate, as
before, I assumed that the cost of equity for a typical water utility is 50 basis points
less than the cost of equity for the typical gas utility. After removing 50 basis
points, the evidence in Table 22 indicates an equity cost range of 10.9% to 11.0%
for the water utilities sample. This evidence is used to estimate Arizona-
American’s cost of equity by adding 60 basis points to the estimate of the cost of
equity for the water utilities sample to account for Arizona-American’s additional
financial risk. That calculation indicates Arizona-American has a cost of equity
that falls in a range of 11.5% to 11.6%.

PLEASE DISCUSS YOUR THIRD RISK PREMIUM ANALYSIS?

My third risk premium estimate is made from historical data on actual returns for
Moody’s gas distribution utility stock index and Baa corporate bond rates for the
period 1954 to 2000 displayed in Table 23. In this analysis, I recognized that
while realized risk premiums over short periods may differ substantially from
investor expectations, over a long period such as 1954 to 2000, the average
difference between realized premiums and expected premiums is expected to
converge. Thus, the average of annual total market returns on the gas utility stock

index less the yield on Baa corporate bonds for the period provide data to derive an
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estimate of the average risk premium investors have demanded in the past.
Assuming investors require the same risk premium in the future as in the past, with
a forecasted range of 8.1% to 8.2% for Baa corporate bonds, the estimate of the
cost of equity for a typicaf gas distribution utility falls in the range of 11.8% to
11.9%. Again assuming a conservative 50 basis point difference between the
required ROE for gas and water utilities, the indicated cost of equity for a typical
large water utility falls in the range of 11.3% to 11.4% and Arizona-American’s
equity cost falls in a range of 11.9% to 12.0%.
Q. HOWDID YOU CONDUCT YOUR CAPM ANALYSIS?

>

The capital asset pricing model is written as:

Equity cost = RF + B x MRP,
where RF, B and MRP are discussed below.

There are a number of different ways to implement the CAPM. To be
conservative and to reduce controversy, I have implemented the model as was
done by Staff in the Green Valley Water Company rate case, with one exception.
The exception is my choice of a long-term Treasury security as the measure of the
“RF”, the risk-free asset (i.e., an asset with a beta of zero). Staff adopted
intermediate-term Treasury securities as its measure of RF.'* The current yield, as

of July 25, 2002, on long-term Treasury bonds of 5.3% is adopted as the expected

14 Results of empirical studies of the CAPM and modification of the assumptions of the
original (Sharpe-Lintner) CAPM both indicate the required return for the zero beta asset
is higher than the yield on long-term Treasury securities and even higher than the return
on intermediate-term Treasury notes or Treasury bills. The empirical results mean that
equity costs for low beta stocks (such as most utility stocks) will be under-estimated if an
asset with a relatively low return is adopted as the zero-beta asset. To be conservative, 1
have adopted the return for the Treasury security with the highest published return. It
should be recognized, however, that my choice will bias downward equity cost estimates
for low beta stocks and thus my CAPM estimates are conservative. Staff’s choice of an
intermediate-term Treasury security return as the measure of RF will be even further
biased downward than my estimates.
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return for that long-term Treasury bond.

Q. WHAT DO YOU ADOPT AS YOUR ESTIMATE OF p?

>

Staff’s implementation of CAPM requires an estimate of P, the beta-risk of the

typical water utility at issue. I have adopted an average of the betas reported by

el Tl Wy S

Value Line in its Standard Edition for American States, California Water and
Philadelphia Suburban as my estimate of beta risk. These betas are widely
available and would be known by investors. They are reported in Table 4. An
average of these beta estimates is .62.'°

Q. WHY HAVEN’T YOU CONSIDERED BETA ESTIMATES FOR THE
WATER UTILITIES IN VALUE LINE’S SMALL AND MID-CAP
EDITION?
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Value Line publishes betas for Connecticut Water Service, Middlesex Water and
SIW Corp in its Small and Mid-Cap Edition (formerly the Expanded Edition). The

academic literature indicates, however, that those beta estimates will be biased

[
v A

downward because they are estimated with weekly data. Smaller companies

typically have stocks that are not traded as often as larger stocks. Richard Roll

b s
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concluded, “trading infrequency seems to be a powerful cause of bias in [beta] risk

assessments with short-interval data. Rather severe bias is induced in daily data

[
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and the bias is still large and significant with returns measured over intervals as

p—
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long as one month.'® Ibbotson Associates have reached the same conclusion and

N
o

have explained that for relatively small, thinly-traded stocks — such as Connecticut

NN
N =

'* The approach taken here recognizes that Value Line betas are probably the most widely
available estimates of betas available to investors. To the extent that investors consider
betas when pricing common stocks, it is assumed that this source of data is relied upon.

'* Richard Roll, “A Possible Explanation of the Small Firm Effect,” October, 1980,
anulfhshed manuscript, Graduate School of Management University of California Los
ngeles.
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Water Service, Middlesex Water and STW Corp — superior estimates of betas can
be made with annual data instead of weekly data used by Value Line."” Based on
this expected bias, I have excluded beta estimates for these small water utilities.

Q. HOW DID YOU ESTIMATE THE EXPECTED MARKET RISK-
PREMIUM?

There are a number of ways the expected market risk premium, MRP, could be
estimated. Again, to be conservative and to reduce controversy, I used the

methods Staff adopted in the Green Valley Water rate case to estimate a range of

-JN- NN - Y R N VO R
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expected market risk premiums with updated data. One estimate of the MRP is the

long-term average market risk premium reported by Ibbotson Associates. Using

nd
o

the long-term Treasury as the measure of RF, the most recent estimate of that long

term average is 7.4% for the period 1926-2001 (2002 SBBI Yearbook, Table 9-1).

ek
N

Staff also made an estimate of the current expected MRP from projections

Value Line makes for the stocks it follows. As of July 19, 2002, Value Line’s

-
I~

15 projected return for an average stock was 17.7%. Backing out the estimate of the
16 long-term Treasury rate of 5.3%, the implied current market risk premium is
17 12.4%.'8
18 1 Q.  WHATIS YOUR ESTIMATED CAPM RANGE?
19 {A.  That CAPM range for an average water utility is found as follows:
20 Equity cost = RF + B x MRP
9.9% = 5.3% + 62 x  74%
21 13.0% = 5.3% + 02 x  12.4%

Arizona-American is more leveraged than these publicly-traded water utilities.

N
NS}

Adding 60 basis points to reflect the higher financial risk of Arizona-American,

N
W

b
NN

'7 Ibbotson Associates, Stocks, Bond, Bills, and Inflation Valuation Edition 2002
Yearbook, page 130.

'8 The value of 17.7% is computed as (1.80)"(1/4)-1 plus 1.9% based on Value Line’s
26 | projections on July 19, 2002.

[}
V,}

FENNEMORE CRAIG

PrROFESSIONAL CORPORATION 47
PHOENIX

>

W.ﬁ..ﬁ&.-*..-f...:...ﬁ-ﬂt.-'..-...a-a.




Jsmd

ol - Y . N S I

e e
N = O

Pk e et el ek e
o 0 0 N D

NN NN
A W N = O

N
W

26

L‘ENNEMORE CRAIG
A PROFESSIONAL CORPORATION
i PHOENIX

VIIL

the evidence for CAPM indicates the Company has an equity cost that falls in a
rangek of 10.5% to 13.6%. All of my equity cost estimates for Arizona-American
fall within this rather wide range and the mid-point of the CAPM range is above
the mid-point of my other equity cost estimates.

It is difficult to make equity cost estimates with the CAPM because there is
no “best” method to implement the model. And even with the limited choices
made here, the CAPM produces a wide equity cost range of 310 basis points. Had
other implementation methods been included in my analysis, the range would have
been larger. Because Staff has used CAPM in the past, I have presented this
CAPM estimate of the cost of equity for perspective, but give it no weight in my
determination of the cost of equity for Arizona-American.

SUMMARY AND CONCLUSIONS ,
HAVE YOU PREPARED A TABLE THAT SUMMARIZES YOUR EQUITY
COST ESTIMATES?

Yes. The various equity cost estimates I made are summarized in Table 24.
WHAT EQUITY RETURN DO YOU RECOMMEND THE Commission
APPROVE FOR ARIZONA-AMERICAN?

I have determined that Arizona-American’s cost of equity falls in a range of 11.5%
to 12.1% if 60 basis points are added to benchmark equity costs to account for
Arizona-American being more leveraged than the water utilities sample. 1
recommend the Commission authorize Arizona-American an equity return of no
less than 11.5%, the bottom of that range. That return together with a 40%/60%
equity/debt capital structure, discussed in Mr. Stephenson’s direct testimony, and
Arizona-American’s embedded cost of debt should be used to determine the fair

rate of return.

SHOULD THIS FAIR ROR BE MULTIPLIED BY THE FVRB TO

48
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DETERMINE RATES FOR ARIZONA-AMERICAN?

A. Yes, it should be. As an economist reading the various Arizona court decisions,

the determination of the fair ROR and the FVRB should be independent of one
another. It is not appropriate to first determine the dollar return that would occur if
the ROR were multiplied by an OCRB and then solve for the ROR that produces
the same dollar return when multiplied by the FVRB. Such an approach would
effectively ignore the FVRB, and rely on the OCRB to set rates — an approach
Arizona courts have disapproved.

Q. DOES THIS COMPLETE YOUR DIRECT TESTIMONY?

A. Yes.

1359537.1
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- Attachment 1

WATER UTILITY INDUSTRY

1405

Large companies in the Water Utility Industry
are continuing to benefit from long-term consoli-
dation trends. In addition, small- and medium-
sized water utilities are beginning to be acquired
by electric and energy utilities at handsome pre-
miums. .

A cloud continues to hang over the industry, as
tort litigation in California has many water utili-
ties edgy. If juries rule against those local utilities,
the fallout could be costly.

Although water utility stocks are ranked to un-
derperform the market, they provide conservative
investors an opportunity to capture good yields
with less risk.

* Industry Consolidation

For the most part, water utilities stand as the last true
American monopoly. Water companies face little or no
competition for water services in a given locale because
the barriers to entry are very high. Consequently, large
companies looking for earnings growth find that acqui-
sitions are the best way to accomplish this goal. Also,
acquisitions help to diversify the larger company, allow-
ing it exposure to different geographic regions, which
the country is
struggling. Takeover targets tend to welcome this ar-
rangement because they generally neéed the extra capital
to replace and upgrade existing water distribution net-
works, since a foot of pipe that cost $1 to install a
hundred years ago now costs approximately $100.

An interesting phenomenon in the Water Utility In-
dustry is the takeovers by energy companies and electric
utilities. Energy and electric. utilities have much in
common with water companie:. All three groups plan for
capital investments in distribution systems, read
meters, bill customers, and deal heavily with regulators
and local laws. By acquiring small- and medium-sized
water utilities, these companies are creating economies
of scale, while providing their shareholders with diver-
sity and steadier revenues. Investors who hold shares of
an acquisition target are poised to profit handsomely,
since some purchases have been for as much as four
times book value. This kind of capital-appreciation po-
tential is unusual for this industry, which is marked by

INDUSTRY TIMELINESS: 91 (of 94)

though no contract or law was breached) underway in
California. The plaintiff's bar in that state has organized
and commenced tort lawsuits against several public and
private community water systems for allegedly deliver-
ing contaminated water, although the companies claim
to be in full compliance with state and federal standards.
The possibility that judgments could be made against
water utilities even though they have broken no law is
disturbing for the industry. If these cases succeed, the
potential fallout could be higher costs for water utilities
in order to defend these kinds of lawsuits, which could
occur in other states. Also, these companies may be
forced to pay large settlements. Fortunately for the
industry, the California Public Utilities Commission is -
investigating the adequacy of existing drinking water
standards and has temporarily put a stop to judicial
proceedings.

Meeting Government Regulations .

The Safe Drinking Water Act (SDWA), which was last
amended in 1996, has provided the basis for current
drinking water quality standards. It requires that the
Environmental Protection Agency work with state and
local authorities to select and test for five potential
contaminants every five years. The amended SDWA slso
provided a $1 billion revolving Joan fund to help local
communities to install and upgrade their treatment
plants to remsain in compliance with drinking water
purity standards. Water companies spend anywhere
from 15% to 50% of their annual capital budgets to
remain in compliance with the SDWA. Many of the
companies made large investments to upgrade their
infrastructures earlier in the decade, so capital outlays
over the next 3- to 5-years should remain stable, or even .
decline. The need to remain in compliance with the
SDWA is a primary driver for the present water utility
consolidation trend.

Investment Advice

The water commpany stocks included in this review are
not timely for year-shead investment. Conservative in-
vestors might, however, find those equities with attrac-

slow growth and healthy yields. tive dividend-growth prospects and favorable Safety
ranks a worthwhile investment,, notwithstanding the

Tort Litigation aforementioned litigation.

Most water.companies are keeping a watchful eye on Joseph Espaillat
tort litigatiorf-(a civil lawsuit against a party even T
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WATER UTILITY INDUSTRY

Attachment 2

1420

Infrastructure costs in the Water Utility Indus-
try may rise dramatically over the coming 20
Yyears. As a result, larger companies are purchas-
ing smaller ones in an effort to achieve economies
of scale.

Water Utility stocks are ranked to underperform
the market over the coming 12 months.

Industry Consolidation

Infrastructure costs in the Water Utility Industry will
likely rise considerably over the next 20 years. These
companies must maintain and upgrade their existing
systems continually in order to remain in compliance
with increasingly stringent rules issued by the Environ-
mental Protection Agency (EPA) and local regulators.
Many of the facilities and pipes that treat and transport
water were constructed over 100 years ago. The costs of
replacing those systems are dramatically higher now,
even after adjusting for inflation. Also, the ongoing
depletion of nearby bodies of water forces many water
utilities to obtain water from more-distant soiirces at an
additioral expense. Water is difficult and expensive to
transport, singe~it is heavy and incompressible. Yet, the
utilities must keep up with the increasing demand for
drinking water, as the domestic population continues to
rise. All in all, industry sources estimate that in addition
to funds already being used to upgrade
water/wastewater systems, $140 billion to $500 billion
more will be needed to fix up the nation’s water infra-
structure over the next two decades. A good deal of this
shortfall will likely be made up over time by increased
federal spending and higher water rates. Nonetheless,
water utilities will probably foot much of the bill.

The costs of staying in compliance with drinking water
laws are particularly onerous for smaller regional com-
panies because they have a lower customer base over
which to spread their outlays. Small and mid-sized
water utilities tend to welcome takeover offers from
larger companies so that they can gain access to the
bigger firm's superior capital resources. The acquiring
company attempts to achieve economies of scale by
engaging in these transactions. Moreover, it looks to
gain greater geographic diversity that can reduce its
susceptibility to unfavorable weather patterns and po-
tentially burdensome local regulators. For example, The
California Publ& Utilities Commission (CPUC) has un-
dergone many changes over the past couple of years, and
it is now less friendly to the business interests of the

INDUSTRY TIMELINESS: 86 (of 97)

utilities within its state. In the context of regulatory
diversity, American Water Works, American States Wa-
ter, and California Water should benefit from having
operations cutside of California over the near term. -

Large-scale foreign acquirers have been very inter-
ested in domestic water utilities over the past few years.
Germany-based RWE AG is expected to complete the
purchase of this country’s largest investor-owned water -
utility, American Water Works, early next vear. Foreign
utilities are attracted to the stable political environment
in the U.S. and vast consolidation opportunities. At
present, though, we expect the buying spree to moder-
ate, as these acquirers digest their recent purchases and
contend with water-related issues in their home coun-
tries.

SDWA Regulations .

The Safe Drinking Water Act (SDWA) of 1974
(amended in 1996) authorizes the EPA to work with
state and local governments to test for potential impu-
rities in drinking water. The EPA mandates what par-
ticular level of a certain contaminant is acceptable per a
specified amount of water. Water utilities routinely
spend a considerable portion of their znnual capital
budgets on efforts to stay in compliance with SDWA
guidelines. For example, California Water estimates
that it will cost S125 million over the next five years to
be in compliance with the EPA’s new rule on the allow-
able level of arsenic in drinking water (10 parts per
billion). Water companies must also comply with the
Clean Water Act, and numerous state and local laws.

Investment Advice )

The Water Utility stocks in this review are not timely
for year-ahead investment. Moreover, these issues are
currently trading at the high end of their historical P/E
ratios, as investors look for a secure dividend and good
takeover prospects. As such, we believe that there is
some downside risk here as equity markets improve,
because investors may become more willing to take on
additional risk and move their funds out of this sectorin
an effort to pursue total-return prospects that are pres-
ently not available in this industry. .

Joseph Espaillat
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Arizona-American Water Company
Table 1

Selected Characteristics of Water Utilities Sample

% S&P Moody's Common
Water Bond Bond Equity
Companies in Sample-# Revenues-® Rating-? Rating-¥ Ratio-¢

1 American States 91% A+ A1l 45%

2 California Water 100% AA- Aa3 49%

3 Philadelphia Suburban 98% AA- NR 48%

4 SJW Corp 98% NR NR 58%
Average of Four Company Sample 50%
Arizona-American-¢ 40%
Companies Not in Sample-# Reason Not Included
American Water Works 94% A+ A3 merger in progress
Connecticut Water Service 100% NR NR anticipated merger
Middlesex Water 100% A+ A2 anticipated merger
Southwest Water 42% NR NR % of water revenues

Sources;

_a/ List of water utilites relied upon by ACC Staff in Docket No. W-01427A-01-0487

_b/ C.A. Turner Ulility Reports, August 2002.

_c/ As reported for 2001 by Value Line August 2, 2002 or from SJW Corp SEC Form 10-K.
_d/ Company estimate.

8/05/02



Arizona-American Water Company
| Table 2
Mergers and Acquistions of Water Utilities

i Premiums Received by Investors from Recent

Approximate Value at
Date of Highest Price  Time of
Aquisition  in Year Priorto Merger or

\ Company or Merger Announcement Acquistion Basis Premium
‘k Aquarion August 1999 $27.40 $37.05  cash 35%
| United Water Resources  July 2000 $25.00 $35.30 cash 41%
% E-Town Year-end 2000 $48.30 $68.00  cash 41%
' Dominguez May 2000 $21.50 $33.75 stock  57%
Consumers Water March 1999 $20.80 $33.10 stock 59%
American Water Works Proposed $34.00 $46.00 cash 35%
Average Premium 45%
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Arizona-American Water Company

Selected Characteristics of Gas Utilities Sample

Companies in Sample-¥

Table 3

Percentage
of Gas
Revenues_b/ Rating_b/ Rating_b/

1 AGL Resources
2 Atmos Energy

3 Laclede Gas

4 NW Natural

5 Peoples Energy
6 Piedmont Natural
7 WGL Holdings

Companies Not in Sample-¥

60%
97%
90%
98%
67%
86%
100%

Cascade Natural Gas
Energen

NUI Corp

NICOR

New Jersey Resources
ONEOK

SEMCO Energy

South Jersey Industries
Southwest Gas

UGI Corp

Sources:

100%
39%
46%
77%
55%
22%
59%
55%
86%
23%

S&P Moody's
Bond Bond
A- A3
A- A3
A+ Al
A A2
AA- Aa2
A A2
AA- Aa2
BBB+ Baai
AA Aat
BBB Baa2
BBB- Baa2

Reason Not Included

bond rating
% gas revenues
% gas revenues
fraud investigation
% gas revenues
% gas revenues
bond rating
% gas revenues
bond rating
% gas revenues

_a/ List of gas utilities relied upon by ACC Staff in Docket No. G-03703A-01-0263.

_b/ C.A. Turner Utility Reports, August 2002.
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Arizona-American Water Company

Table 4

Beta Risk and Safety Rankings of Gas and Water Utilities Samples-#/

Gas Distribution Utilities

Water Utilities

Sources:

1 AGL Resources

2 Atmos Energy

3 Laclede Gas

4 NW Natural

5 Peoples Energy

6 Piedmont Natural

7 WGL Holdings
Average

1 American States
2 California Water
3 Philadelphia Suburban
4 SJW Corp-*
Average

Beta

0.60
0.55
0.55
0.60
0.70
0.60
0.60
0.60

0.65
0.60
0.60
0.55
0.60

Safety
Rank

N =MNDNWN

1.9

NN N W

2.3

_a/ Value Line, Summary and Index, July 19, 2002 with

the exception of SJW Corp.
_b/ From the Value Line Small and Mid-Cap Edition,

Summary & Index, dated July 19, 2002.
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Arizona-American Water Company

Table 5
Development of Alternative Water Utility Costs of Equity

That Reflect Differences in Leverage

Panel A: Average for Sample Water Utilities

Capitalization Incremental Weighted

Ratio Cost-2 Cost
Bottom debt 0.50 7.84% 3.92%
equity 0.50 10.9% 5.45%
9.37%
Top debt 0.50 7.84% 3.92%
equity 0.50 11.5% 5.75%
9.67%

Panel B: Increase Leverage:

Capitalization Incremental Weighted

Ratio Cost-Y/ Cost
Bottom debt 0.60 7.84% 4.70%
equity 0.40 11.7% 4.67%
9.37%
Top debt 0.60 7.84% 4.70%
equity 0.40 12.4% 4.97%
9.67%

Notes:

_a/ Incremental cost of debt as reported August 2, 2002 by Value
Line for Baa-rated utility bonds. Cost of equity range as
estimated and reported in Table 24.

_b/ Assumes no change in incremental debt cost but increases
the cost of equity to reflect more financial risk.
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Arizona-American Water Company

Table 6

Actual and Forecasted Baa Bond Rates

Baa
Corporate

Year/Month Bonds

| 1996-¥ 8.05%
| 1997 7.87%
| 1998 7.22%
1999-# 7.88%

2000-¥ 8.37%

( 2001-# 7.95%
| July 2002-%/ 7.84%
Forecast for 1/2003-% | 8.10%

Forecast for 2004-% 8.20%

- Sources:
_a/ Federal Reserve.
b/ Value Line, Selection & Opinion, August 2, 2002
for recent selected yields at July 25, 2002.

_c/ Blue Chip Financial Forecasts, quarterly consensus
forecast, July, 2002.

_d/ Blue Chip Financial Forecasts, long-term
forecast reported in June, 2002.

8/06/02
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Arizona-American Water Company

Table 7

Recent Authorized Returns on Equity
For Larger Arizona Water, Sewer and Gas Utilities

| Decision Decision Authorized
Company ‘ Number Date ROE
Citizens Utilities Company; Agua
Fria Water Division; Sun City Water
Company; Sun City Sewer Company
and Sun City West Utilities Company 60172 May 7, 1997 10.50%
Paradise Valley Water Company 60220 May 27, 1997 11.00%
Far West Water Company 60437 Sept 29, 1997 | 11.50%
Saddlebrooke Utility Company 61008 July 16, 1998 11.30%
Paradise Valley Water Company-" 61831 July 20, 1999 11.00%
| Bermuda Water Company 61854 July 21, 1999 12.00%
Pima Utility Company (Sewer) 62184 Jan §, 2000 11.75%
Far West Water & Sewer Co. (Water) 62649 June 13, 2000 11.50%
Southwest Gas Corporation 64172 Oct. 30, 2001 11.00%

Arizona Water Company (Northern Group) 64282 Dec. 28, 2001 10.25%

Note:

_n/ Now named Arizona-American Water Company.
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Arizona-American Water Company

Table 11

Comparisons of Realized and Authorized ROEs and
Market-to-Book Ratios for Water Utilities and
Value Line's Industrial Composite: 1992 - 2001

Earned
Less Water Industrial
Earmned  Authorized Authorized Utilities Composite

i ROE ROE ROE M/B M/B

\ 1991  10.00 12.82 -2.82 1.36 2.43

{ 1992 11.60 1273 -1.13 1.49 3.10

| 1993 10.40 12.72 -2.32 1.55 3.18

1994 1140 11.96 -0.56 1.28 2.90

f 1995  9.70 11.99 -2.29 1.33 3.15
1996  10.50 1130 . -0.80 1.48 3.50
1997 11.00 11.14 -0.14 1.73 413
1998 11.10 10.87 0.23 2.06 4.83
1999 11.10 10.87 0.23 2.50 5.21
2000 10.30 10.74 -0.44 2.06 4.85
2001  10.90 10.57 0.33 2.27 3.35

Average -0.88

| Sources:

| _a/ Year-end C.A. Turner Utility Reports

_b/ Value Line Industrial Composite as

reported January 25, 2002.
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Notes and Sources:
_a/ Source: Tables 2-4 of CPUC WNGB Report, dated March 2002, in A. 01-10-028.
_b/ Past Baa rates reported by the Federal Reserve.
_c/ Based on evidence reported by C. A. Turner Utility Reports at year-end

for the last ten years, the average cost of equity was more than 40 basis

" points higher than an average of realized ROEs. See Table 11.

_d/ Range of consensus forecasts reported by Blue Chip, June 2002 for the

period 2003 to 2004.
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' Arizona-American Water Company
1 Table 21
Risk Premiums Computed from Past ROEs Earned by Water Utilities
l and Forecasted Cost of Equity Range for Water Utilities
Panel A:
Baa Realized
Corporate Average ROEs for Average
Bond Baa Water Average Risk Risk
Rates- Bond Rate Utilities-¥ ROE Premium-  Premium
l 1991-1995
°® 1991 9.80% 12.00% 2.60%
1992 8.98% 10.51% 1.93%
1993 7.93% 11.60% 4.07%
1994 8.63% 10.71% 2.48%
1995 8.20% 8.71% 11.13% 11.19% 3.33% 2.88%
" 1996-2000
1996 8.05% 11.60% 3.95%
1997 7.87% 11.57% 4.10%
1998 7.22% 10.91% 4.09%
' 1999 7.88% 10.56% 3.08%
2000 8.37% 7.88% 9.81% 10.89% 1.84% 3.41%
‘ Differences in Averages: -0.83% -0.30% 0.53%
Relative Change -100 -36 64
1 Panel B:
Forecasts of Estimated Forecasted
Baa Corporate Risk Equity
l Bond Rate-¢ Premium-% Cost
8.10% 3.27% 11.4%
